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Preface 


\^Tien I started work on this re\'ision I sent out, througii the 
publishers, a request for criticisms and suggestions. iSIany re- 
sponses Avere received, and they were helpful beyond measure. 
Some came from teachers who were using the text and'AA'ho told 
me where there Avere defects AA-hich could be remedied. Others 
came from teachers who A\'ere not using it, and who graciously told 
me AA'hy. To all of these teachers I am under an obligation for 
which I can make no repayment other than the inadequate one of 
expressing my gratitude here. 

You AA’ho read this preface presumabl}’- want to know what I 
have tried to do in this reAusion to' make it better than the pre- 
ceding edition. 

Material content. In general, the subject matter is similar to 
that of the preceding edition ; howcA'cr, most of the chapters haA-e 
been extensiA'ely rcAised. I haA'e added a considerable amount of 
new material dealing with dcA’clopmcnts since the preceding edition 
was published — such mattei's as payroll deductions and ta.xes, and 
the last-in fiist-out inventory basis. The treatment of some other 
subjects — such as treasur}' stock, surplus, and statement presenta- 
tion of extraneous profits and losses and corrections of profits of 
prior periods — has been brought up to date. The discussion of 
some subjects — corporations, reserves, and departmental profit and 
loss statements, to mention a fcAA* — has been expanded. Much 
more attention has been giA^en to accounting theory', throughout 
the book and in a chapter devoted exclusively to theory’- and prin- 
ciples. 

On the other hand, some material has been omitted. The de- 
scriptions of priA'ate ledgers and factorA' ledgers haA'e been dropped, 
and the chapter on consignments has been replaced b}^ a brief dis- 
cussion dealing principally with the difference between a consign- 
ment and a sale, and the differing effects thereof on the statements. 

I AA'as told that some students encountered difScultA’ AA-ith notes 
and bills of exchange, and haA'o tried to eliminate this difficulty Iw 
spreading the material OA'cr three chapters instead of tAA'o, rcAATiting 
the text, and postponing the discussion of bills of exchange and the 
discounting of notes and acceptances rcceiA'able until considerably 
later in the book. 
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There was a difference of opinion among my cooperating critics 
regarding the advisabihty of omitting the chapter on manufacturing 
cost controls I ha%e compromised retaimng the chapter (so 
that the matenal is available for those who want to use it) but 
disassociating it entirely from the long practice set 

Immediate mtroduction of the corporation. In 1932, when the 
first edition of this text was published, the approach from the mdi- 
\idual proprietorship through the partnership to the corporation 
was traditional I believed that starting with the corporation 
might be preferable, and stated one of my reasons m the preface as 
follows “Students should obtain, at the vc’y begmmng of the 
course, a clear concept of net worth, or capital When the course 
begins with the individual proprietorship, a needless source of confu- 
sion IS introduced, as students find it difficult to (hstmguish between 
the capital of the business and the aggregate net worth of the pro- 
prietor ” The teacher reaction to the corporation approach appears 
to ha\e been very generally fa\orable, and it has been retained. 
However, the portion of the first chapter dealing with capital stock 
and surplus as elements of proprietorship equity has been rewritten 

Introductory approach In the preface to the preceding edition, 
I wrote “The vanous steps of the bookkeeping procedure constitute 
a related cycle of activity, no one step of which can be fully com- 
prehended without some knowledge of the other steps Journabzmg 
means little to a student who has never seen on account Although 
asset and liability accounts may be easily understood, the purpose 
and nature of the temporary accounts used in the recording of 
changes in surplus will not be thoroughly comprehended by a 
student who does not know that they facihtate the preparation of 
the profit and loss and surplus statements, and that they are entu- 
ally closed to reflect the net surplus change m the Surplus account 
And, to complete the cycle, closing the books should not be taught 
to a student who does not understand journabzmg Therefore, at 
the earhest possible point in the course, the student should be ac- 
quainted wuth the entire cycle of bookkeeping procedure journahz- 
mg, posting, taking a tnal balance, preparing working papers and 
statements, and closing the books This cycle has been presented 
in the first three chapters ” The approach seems to ha\ e been very 
fa\ orably received, and the general sequence has been retained in 
this edition Although I ha\e heard no cnticism with respect to 
the rapidity of the co^ erage, I decided to spread out the material 
oi er the first four chapters 

Begmmng with a nontradmg busmess. In the preface to the 
preceding edition, I wTote * In these introductory chapters the 
illustrations and problems are based on the accounts of compames 



Preface 


vii 


wMch derive their income from fees rather than from merchandise 
sales : this was done to show more clearly how income and expenses 
aifect net worth, and to avoid the inventory complication in the 
first explanation of the procedure of closing the books." This 
feature has been retained. 

Assignment material. A good many teachers have asked for 
additional assignment material. The following material has there- 
fore been pro\ided: 

Qucstians. 

Group A problems. 

These are ver\' similar in nature and amount to the problems in the 
preceding editions, and envelopes of laboratory’ material consisting of 
ruled forms specifically designed for each problem and practice set 
are prorided, as in the past. In the preface to the preceding edition, 
I had the following to say about the laboratory material: “If a stu- 
dent is to master the subject of accounting, the consumption of a con- 
siderable amoimt of time in solving problems and writing up practice 
sets seems unavoidable. Numerous devices have been employed, 
in the supplies accompanymg the te.xt, to minimize the time re- 
quirements. Column headings and account names have been 
printed in the books of original entry and the ledgers. After the 
student has become famifiar with the preparation of working papers, 
he is prorided trith forms on which the trial bal.ances have been 
printed; after he has kept several subsidiary ledgers, subsidiary 
records are furnished as thouah prepared by an assistant. In the 
later chapters, books of original entry’, such as the sales book, contain- 
ing entries for routine transactions, are also furnished.'’ These time- 
saving devices are retained in the laboratory’ material for the Group .A 
problems in this edition. 

Group B problems. 

These are additional problems — many of them short. Some teachers 
have told me that they’ would like to have their students prepare 
solutions to some problems on ordinary ruled paper ■uithout the time- 
and labor-sa^'ing laboratory material prerioush’ prorided for all 
problems. Therefore, the supplies prorided for the Group B problems 
consist merely of a pad of ruled forms — chiefly’ journal, ledger, and 
analysis paper. 

A icorkbook. 

This is similar to the progress tests prorided with the prerious edition; 
more e.xercLses have been added, and the workbook is printed on 
8)2 by’ 11 inch pa.per to proride more adequate writing space for the 
students. 

There was rather general objection to the length of the practice 
set assigned with the last third of the book. For this reason, and 
because of the additional problems prorided, this practice set has 
been reduced to one months transactions. 


H. A. Finney 
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CHAPTER 1 

Assets and Equities 

Assets. Assets are things of value owned. Cash, accounts 
receivable, notes receivable, merchandise, land, buildings, machin- 
erj’’, equipment, and patent-s are some of the assets that may be 
owned by a business. 

Things ma}’’ have value for several reasons. Cash has value be- 
cause other things can be acquired with it. Accounts receivable 
have value because they can be collected in cash. Merchandise has 
value because it can be sold for cash, or it can be sold on account and 
the account can be collected in cash. 

But things may have value although there is no intention to 
convert them into cash. Land, buildings, machineiy, and equip- 
ment owned by a business are assets of this nature. Although it 
may be'possible to sell them, their value to a business does not arise 
primarily from the fact that they could be converted into cash, but 
from the fact that the.y are useful in the operations. Other assets, 
such as patents, copjTights, and franchises, have value because of 
the special rights that thej’’ give their owners and because they are 
helpful in the earning of income. 

Equities, The word cquilics is used here as a synonym for rights 
or iiilcrcsls. Two classes of people have interests in, or claims against, 
the assets of a business; they ai'e the creditors and the owners. 

Creditors’ equities. The interests of creditors are called 
liabilities. Accounts pa 3 ’^able, notes paj^able, bonds pa 3 %able, 
accrued wages, and accrued taxes are some of the liabilities, or 
debts, that ma^^ be owed bj’- a business. 

Owners’ equity. The interest of the owner or owners of a busi- 
ness is called the net worth. It is the excess of the .assets over the 
li.abilities. For instance: 


If a buMne?'^ owns a^-'ct-? in the amount of . . , $5,800.00 

.\nd its liabilities (creditors’ equities) arc. . 500.00 

Its net worth (onmers’ equity) is $5 ,300j)0 


The original net worth of a business is represented bj' the invest- 
ments of the owners. The original net worth is increased b\' income, 
and is decre.ased bj' expenses and bj' withdrawals of assets Iw the 
owners. For instance, the net worth of .?5, 300.00 shown above maj* 
have been produced in the manner indicated on the next page. 

1 
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Owners’ original investment 

Add increase m net worth produced by income 

Total 

Deduct decreases in net worth 
Expenses 

Withdrawals of fun<L» by the owners 
Net worth 


$5,000 00 
700 00 


$5,700 00 


$150 00 

250 00 400 00 

$5,300 00 


Assets are always equaled by equities. Since the owners’ 
equity is the excess of the assets over the creditors’ equities, as ex- 
pressed by the equation 

Assets — Liabilities = Net Worth 
$5,800 — $500 = $5,300 

it follows that the assets are always equaled by the equities of the 
creditors and the owners, as expressed by the equation 

Assets = Lubilities 4- Net Worth 
$5,800 = $500 + $5,300 

Changes in assets, liabilities, and net worth. Transactions 
cause increases and decreases m assets, increases and decreases in 
habilities, and increases and decreases in net worth. 

To illustrate, let us observe the effect of some tj’pical transactions 
of White Realtors Corporation, which uas organized on July 1, 19 — 
to engage in selling real estate for clients on a commission basis. 
In the tabulation on page 3, increases are preceded by plus signs 
and decreases are preceded by minus signs, the amounts of the 
assets, liabilities, and net worth after each transaction are shown in 
itahcs. "When studying this tabulation, you should note* 

The increases and decreases in assets, habilities, and net worth 
caused by the transactions, 

The fact that, after each transaction, the assets are equaled by 
the liabilities and the net worth 


Elements of net worth of a corporation. By reference to the 
preceding tabulation it will be observed that the net worth of White 
Realtors Corporation at the end of July, m the amount of $5,300.00, 
consisted of two parts 

The original investment $5 000 00 

The lacrrase m net worth tv^ulting from operations 300 00 

Total $5 300 00 

These two elements of the net worth of the corporation are called 
capital stock and surplus It is desirable to maintain a clear dis- 
tinction between these two elements. 
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White Realtors Corporation was organized by obtaining a state 
charter which authorized it to issue 50 shares of capital stock of 
SlOO 00 par % aluc all these share*? were issued for ca^h Therefore, 
the original net w orth of the corporation consisted of 

Capital stock $5 000 00 

The corporation earned income of $400 00 its net worth then 
consisted of tw 0 elements as follows 


Capital stock 
Surplos 
Total 


The corporation earned additional income of $300 00 its net 
worth then consisted of the following elements 


Capital stock 
Surplus 
Total 


$5 000 00 
700 00 
»o 700 00 


The net worth was reduced by the S150 00 payment for an ex- 
pense it then consisted of the following elements 


Cap tal «tock 
Surplus 
Total 


S5 000 00 
650 00 


When $250 00 of the equity of the stockholders of White Realtors 
Corporation was paid to them in the form of a dividend, the net 
worth was reduced to So 300 00 Dividends are presumed to be 
distributions of funds produced by profitable operations, and not 
distributions of funds onginallj invented therefore, dividends are 
deducted from the Surplus element of net worth After the pay 
ment of the dividend the net worth consisted of the following 

Net north 

Capital stock $5 OOO 00 

Surplus 300 00 

Total 85 300 00 


The tabulation on page 5 is the same as the one on page 3, ex 
cept that the capital stock and surplus elements of net worth are 
shown separately 

Ledger accounts The mcreases and decreases m assets, lia 
bilities, and net w orth caused by busmcss transactions are recorded 
m accounts The account form may be ruled in the manner 
illustrated on page 6 



Tabulation Showing Increases and Decreases 
in Assets, Liabilities, and Wet Worth 
Caused by Business Transactions 
of White Realtors Corporation 


ASSETS AND EQUITIES 


5 
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Accounts may be kept in a bound book, in a loose-leaf binder, 
or on cards The book, binder, or card file containing the accounts 
is called a ledger 

The words Dale, Explanation, Ref , and Amount do not usually 
appear m accounts, but are shown above to indicate the purpose of 
each column. 

The Dale column shows the date of the transaction. 

The Explanation column may contain some short comment ex- 
plaining the nature of the transaction. 

Ref IS an abbreviation of Reference. The asc of this column is 
explained m Chapter 2 

The Amount columns contain the dollar entnes 

Recording increases and decreases. An account is kept with 
each asset, iMth each Uabihty, with capital stock, and with surplus 

Increases are recorded on one side, and decreases are recorded 
on the other. TMnch is the inrrca«e side, and which is the decrease 
side'’ That depends on the nature of the account. 

In As 9ET accoimts: 

Increa'ses are recorded on the left side. 

Decreases are recorded on the nght side. 

In Liability and Xet Worth accounts 
Increases arc recorded on the nght side. 

Decreases are recorded on the left side. 

The methods of recording changes in assets and changes in 
liabilities and net worth may be stated graphically as follows; 

Liability and 

Asset Accounts Ket Wortb Accounts 

Increases I Uecreases Dccrea'^ j ' 


Debit and credit. The left ade of an account is called the debit 
side, the right side is called the credit ade 

An entry on the left side of an account is called a debit entry, an 
entry on the n^t side of an account is called a credit entry. 



Ch.1] 


ASSETS AND EQUITIES 


7 


The two words are also used as verbs. When j'ou make an entry 
on the left side of an account, you are debiting the account. TWien 
you make an entiy on the right side, you are crediting the account. 

Illustration of entries in accounts. The transactions of White 
Itealtoi-s Corporation shoum in the tabulation on page 5 are 
recorded below in ledger accounts. The entries for each new trans- 
action are shown in italics. 

July 1 — Cash in the amount of §5,000.00 was received for capital stock. 


Cash 


1 


1 ! 5 

1 t 

f 

Juii/ 

X| Jnvcslmcnl 

i 5,000 00, 

1 1 t 

1 s 

i ! 

1 

i 


Capital Stock 




i 

1 

hi'-l ! ! 

1 i 

1 


! 

1 

i 

1 

^July' I Issued for cash ' 

1 

! 5,00000 

■ 1 


(The debit to Cash records the acquisition of cash; the credit to Capital 
Stock records the initial net worth.) 

July 3 — The company purchased -Si, 500.00 worth of office furniture from 
G. H. Baker on account. 


Office Furniture 


10— 

\ 

f ' 

f 

1 

July 

S, Purchased 

1 1,500 00 

\ 

1 


\ 

\ 1 i 

i 

i 


G. H. Baker 

1 — i i . I 5 I 

{ S For fiiTmlMTC i j 1,600 00 

I i 1 J ill 

(The debit to Office Funiiture records the acquisition of an asset; the 
credit to G. H. Baker records the incurring of a liability.) 


July 10 — The company paid .SI. 000.00 to G. 11. Baker to apply on account. 

G. H. Baker 

___ — — 

Cash ■pr.anenl 


} 


I FH i 

X,000|0(>^JuIy| o' For furniture 


Cash 


1,500 00 


19- I 

Julyj l| Investment 


1 lia_| I 

5.000 00' Juhf 10 Pai<ia. II. Unkr- 


i.ooom 


(The Sl.OOO.OO debit to Baker records a decrease in the liability: the 
-SI, 000.00 credit to Cash records a decrease in the asset.) 
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July 15 The company collected S400 00 m cash as a commission for sellmg 

a piece of real estate for a client 
Cash 



1 1 I |xg — 1 1 { 

g 1 

July U Investment 

i 1 SOOOiOtnJoiy loj Faid t> H Uaker 

1,00000 

[f5l Commisiion 

[ 1 4O0'0(\ [ 1 1 

1 1 


Surplus 


1! 

1 I'M J 1 

J %/ulg\l5iCommtssion \ 

1 40oU 


(The $400 00 debit to Cash records an increase m the asset, the credit to 
Surplus records an increase m net north ) 


July 20 — The company sold real estate for J H Duncan The com* 
mission ^\as $300 00 but it was not immediately collected 


19— \ 
July\Si 


Commission ekarged \ 


J H Duncan 



1 r 


Surplus 


19— 

Jul} 15 Comnus^iOQ 
2C Commission 


400 00 
500100 


(The debit to Duncan records the acquisition of an account receivable 
asset, the credit to Surplus records an mcrease in net north) 


July 24 — The company collected $10000 from J H Duncan to apply on 
account 


Cash 


19- 



1 




1 

July 

1 Investment 


50(K)0qjulj 

u 

Paid G H Baker 


1,000( 


15 Commission 


400 oq 






S^JH Duncan 


/oo'ooj 




1 


iM I I 

July|20] Comraission chargedi 


j soo^ocj. 


|/ut2r54| Collection 


(The $100 00 debit to Cash records an mcrease in the cash asset, the credit 
to Duncan records a decrease m the account recei\ able asset ) 


July 28 — The company paid its office rent for the month of July, $150 00 


Surplus 


J 

J uhj 25| Office rent 


Commission I 40000 

.Commission 1 | 300*00 
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Cash 


19-i 

! ! 

I 1 — ; 


July! 

Ij Investment j 

5,033 33 Julv 

to Paid G. n. Baker 


15’ Commission j 

40333 

?S~ OTtec rail 


24| J. H. Duncan | 

1 1 

i I 


(The debit to Surplus records a decrease in net worth; the credit to Cash 
records a decrease in that asset.) 


Jul}' 31 — The company paid a dhddend of $250.00 to its stockholders. 


Surplus 


19—1 

1 i 

• 1 J 1® — j ! 

, I 

J uly 

:2S Oflicc rent | 

j loOOOJulvilo Commission 

; 40000 


|SJj Dividend \ 

j 25Clp3j [20 Commission 

1 SOO'OO 


Cash 


10 — 

Julv 


L lavcitment 
15‘ Commission 
J. H. Duucan 


I 

0,033 00 Juh 
430 03 

looloo. 


s 

lO’ Paid G. U. Baker 


i2S Office rent 
| 5 /,, DividcJid 


1,000'00 

loo'oo 

250,00 


(The $250.00 debit to Surplus records a decrease in net \Yorth; the credit to 
Casli records a decrease in that asset.) 


The ledger accoiuits containing entries for all the foregoing trans- 
actions are shotsm below: 


J.ssef accounis: 





■nniit 

m 


[JXirJ 

" / 1 

nUMHI 


■ A , ! i i 

TmT 

i'-i 

1 1 ! ,UU 


1 ‘ i 1 

n r 

1 b 

111 ' 1 ri 

n 

111 Ml 

n M 


n -c-' ' 





n f. 1”! 

i 1 1 ( ! 

LmIm- 

7-tX~ I 

1 i Hill 


\ Mi 

1 h 1 ! 


^ » 'i 1 Him 1 

M.i d'-. 

r 

' i 

i i 

" U I 

i ! 

irn M 

1 1 
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hiahiliiy and net worth accounts 



Equality of debits and credits Double entry bookkeeping de 
nves ita name from the fact that the complete record of each traas 
action requires debit and credit entnes of equal amount Smce 
the debit and credit entries for each transaction are equal it is 
ob\ious that the total debit entnes m all the accounts m the 
ledger should be equal to the total credit entnes 

The equahty of the debits and credits in the ledger of White 
Realtors Corporation could be pro\ed by listing the total debits 
and credits of each account thus 


Cash 

J H Duncan 
Office Fvmi ture 
G H Bake 
Cap tal Stock 
Surplus 


Total Total 
Deb ts Cred ts 
5 500 00 1 400 00 
300 00 100 00 

1 50000 

1 000 00 1 500 00 
5000 00 
400 00 700 00 

8.700 00 8 700 00 


Tnal balance If the total of the debit entnes in an account 
exceeds the total of the credit entnes the account has a debit 
balance If the credits exceed the debits the account has a credit 
balance 

It IS customary to prove the equality of the debits and the 
credits in a ledger by bsting only the account balances instead of 
the total debits and total credits A list of account balances is 
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caUed a trial balance. Following is the trial balance of the accounts 
of White Realtors Corporation. 


WHITE REALTORS CORPORATION 
Trial Balance 


July 31, 19— 

Cash 

J. H. Duncan 

Office Furniture 

G. H. Baker 

Capital Stock 

Surplus 


4,100.00 

200.00 


1.500.00 

500.00 
5,000.00 

300.00 

5.800.00 5,800.00 


Computing balances of accounts. In order to prepare the trial 
balance, it is necessaiy to compute the balance of each account. 
This is done as follows; 

Add the debit column of the account, and enter the total in small 
pencil figures at the bottom of the column. 

Add the credit column of the account, and enter the total in small 
pencil figures at the bottom of the column. 

Enter the balance in small pencil figures in the Explanation space 
on the debit side if the account has a debit balance, or on the 
credit side if the account has a credit balance. Enter the 
balance on the line of the last entrjr. 

The following illustration shows how the balance in the Cash 
accoimt of "WTiite Realtors Corporation was computed; 




d/,, 

P 


e 

m 

ii 

SR 

ii 


n 

■ 

1 

iH 

m 

1 




L 

im 

HR 

ay 

n 


■ 

■ 

1 

mi 

III 

1 


m 


L 

mmi 

m 


n 


[Z 


1 

nri 


1 

i 

n 

III 

n 



! 1 

n 


M 

1 

n 

I'l'ii 


r 


If only one entry appears on cither side of an account, a pencil 
total of that side is, of course, unnecessary. If an account contains 
onl}' one cuti^', that entr}' is the balance of the account, and it is 
unnecessary to write the balance again in the Explanation column. 
If an account contains only debit entries or credit entries, the pencil 
total of the column shows the balance of the account, and therefore 
it is unnecessary to enter the balance in the Explanation column. 
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Balance slieet The ai^,et=, Iiabilitie®, and net worth of a bu,=i- 
nes* are Fhown bj a <atement called a balance sheet. In the cus- 
tomarj' form of baUnfp “^he^t, 

Th'* £5-'et' art ‘^Iioau on the left nde. 

The liabiA < •• and th^ net -north (or the creditors’ and the stock- 
holder- mrtrt'-t‘- in the a^setei are •^hown on the right side. 

Th« tno ride-, of thf* balance sheet are equal because the assets 
are dhTa^ - equaled b\ the total of the habihties and the net 
■north 

The folionmg is an illu-tration of a balance sheet. It was pre- 
pared from the a?.<ouiiU of Realtors Corporation shown in 

this chapter 


V.1UTE REAtTOPS COPJORATIOIf 




Ealsxice Sieet 
JUrSl W— 

nibOibei tai Kft Worts 


C&‘b 

AfTOUi:'* sl^ ' 

021 •€ ru.*nitur{! 


2>j0tl \( <aaM Pat able t 500 00 

1,»D 00 

Net Uvrtb 

CapitU Stock 15,000 00 

Su.-plas 800 00 5,800X0 

ttSiyiOO 85 800 00 


You should note the follonmg faet^^ about this balance sheet: 

The heading of the Ftatement shove (Ij the name of the com- 
pany , (2) the name of the statement (balance sheet), and (3) 
the date 

OnJulj 31 19 — , the company o-nn'^d assets valued at $5,800 00. 

A creditor had a $500 00 claim agam^t these assets; the stock- 
holders interc^-t in the assets was S-5.300 00 

Althou^ the ledger shows the names of mditndual debtors and 
creditore, the balance sheet sho-«E merely Accounts Receivable 
and Accounts Pajable The accounts receivable item in the 
tBcJadei? t2ie totsi bsisace? ceceh'sble /rom sU 
trade debtors, and the accounts payable item includes the 
total amount pajable to all trade creditors. 

The stocldiolders’ intereH is sho-nn in tno amoxmts: 

Capital Stock — the amount in-vested by the stockholders. 
Surplu'— the portion of net north produced by profitable 
op'=rations and not paid to the stockholders as chndends. 

A balance she»=-t may also be prepared in the form illustrated on 
the foEov.mg pag». 
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TVHITE REALTORS CORPORATION 
Balance Sheet 
July 31, 19— 

Assets 

Cash 

Accounts Receivable 
OfSce Furniture ... 


Liabilities: 

Accounts Payable 


Liabilities and Net Wertb 


S4, 100.00 
200.00 
1.500.00 
g 00 


$ 500.00 


Net Worth: 
Capital Stock 
Surplus 


.?. 5.010 01 

.'lOO 00 5, .”00.00 

?5. *^00.00 


Alternative tenninology. A considerable ruimber of accountants 
recently have advocated changing: long-established balance sheet 
terminology in two particulars, as follows: 

Substituting ‘‘Equities” for ‘‘Liabilities and Net Worth.’' 

And substituting “Owners' Equity” for “Net Worth." 

With these changes, the foregoing balance sheet would appear 
as follows: 


WHITE REALTORS CORPORATION 
Balance Sheet 
July 31, 19— 

Assets 

Cash . ... . . 

Accounts Receivable 

Office Furniture 


Liabilities: 

Accounts Payable 


Ec(iiti«s 


SI, 100.00 
200.00 
I,.5ni00 
S'O.SOO.OO 


$ 500.00 


O'ivnors’ Equity: 

Capital Stock . . ... . So.OOd 00 

Siupilus... ' 300 tlO o.StlO.OO 

Sl.SOOTO 


Some good theoretical reasons can be presented in favor of these 
proposed changes from established practice — particularly the change 
from ‘‘Net Worth” to “Owners* Equity”: some of these reasons are 
stated iu later chapters. 



CHAPTER 2 
Changes in Surplus 
Journalizing and Posting 

Recording changes m surplus In the first chapter, all changes 
m surplus \\ere recorded m the Surplus account, as follows 

Surplus 


Julj|28 Office rent | 150 OoSjulj liJ Commission WOO 

IsilDividend I | 2i)000i N Commission | | 30000 

This procedure ^as used because it was desired to show you, m 
as simple a way as possible, that earning increase the surplus, and 
that expenses and dmdends decrease the surplus In actual prac- 
tice it IS customary to record such surplus increases and decreases 
m 8e\eral accounts instead of m one account For instance, one 
account may be credited with earmngs another may be debited 
with expenses, and still another may be debited with dmdenda 
The increases and decreases m the surplus of White Realtors 
Corporation during July, instead of being recorded in the Surplus 
account, ivould be recorded in three accounts as folloTvs 

Conunissi«as Earned 

1 1 Fy 

(The S700 00 credit balance in this account shows how much the 
surplus was increased during Ju!> by the earmng of commissions ) 

Ezpease 

Julj I 28 I Office rent [| 150^4 11 Tl 

(The S150 00 debit balance in this account shows how much the 
surplus was decreased dunng July by expenses ) 

Dividends 

jsjii n 2 aoU n f] p 

(The S250 00 debit balance in this account shows how much the 
surplus was decreased during July by the payment of a dividend ) 

14 


WOO 

soooo 
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You should think of these income, expense, and di^udend a.c- 
counts as subdivisions of the Surplus account. 

Journal and ledger. Although transactions could he recorded 
directly in the ledger accounts, as rras done in Chapter 1, it is cus- 
tomary to use at least tvro books; 

(1} A Jaicmal. 

The first record of a transaction is made in this book. 

The entire' for each transaction shows what accounts will 
later be debited and credited in the ledger. 

The procedure of recording transactions in the journal is 
cqRqA joumnlizing. A journal is called a hook of original 
entry. 

The journal containing a record of the transactions of White 
Realtors Corporation appears on page 16. 

(2) A ledger. 

After the transactions have been recorded in the journal, the 
debits and credits to the various accounts, as shown by 
the journal entries, are recorded in the ledger accounts 
by a process called posting. 

Journalizing. The journal entry for a transaction is made as 
follows : 

d) Write the date of the transaction in the date column; the 
year, month, and day of the month should be written in 
the first journal entry on each page; entries on the same 
page for subsequent transactions in the same year and 
month need show only the day of the month. 

(2) Write the name of the accoimt to be debited, and enter the 

amount of the debit in the left money column. 

(3 ) On the next line, write the name of the account to be credited. 

and enter the amount of the credit in the right money col- 
umn. The name of the account credited should be in- 
dented. 

(4) Write an explanation of the transaction. 

(o) Leave a blank line after each journal entry. 


Posting. Posting is the process of recording in the ledger ac- 
counts the debits and the credits to these accounts indicated by 
the journal entries. 

The procedure of posting consists of the steps stated on page 16: 
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(A) First post the debit member of the entry 

(1) Turn to the ledger account to be debited 

(2) Enter on the debit side of the account 

(a) The date 

(b) The nuinber of the journal page from ivhicb the 

entry was posted 

(c) The amount of the debit 

(3) Turn to the journal and, in the L F (which means 

ledger foUo, or ledger page) column, enter the num- 
ber of the ledger page to which the entry was posted 

(B) Post the credit member of the journal entry similarly. 
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Entering the journal page in the ledger and the ledger page in the 
journal serves two purposes; 

While the bookkeeper is posting, it shows how much of the post- 
ing has been done. Thus, if the bookkeeper is called away 
before the posting is completed, he knows that the work should 
be taken up again with the first journal entry showing no 
ledger page ntmiber. 

After the posting has been completed, the niunbers serve as 
cross references between the journal and the ledger. This is 
particularly helpful if the bookkeeper, in looking at some ledger 
account, wishes to find the journal entries from which the 
postings were made. 

Illustrative journal and ledger after posting. Following are the 
journal and ledger of White Realtors Corporation after the com- 
pletion of the posting. 


Journal 


(Page 1) 


19 — j 

1 

1 

1 1 


1 ^ 


Julv! 

1’ 

■ Cash 

' 1* 

5,000 

f a 

1 

■ 1 


Capital Stock. . 

1 » 

0 

1 

3 

iJ 

5,000’— 



Stocldiolders paid in ?5, 000.00 in cash in exchange 

J 

1 


i 



for capital stock. 

1 


1 

i 


i . 

1 S' 

Office Furniture. 

! 1 

1 ^ 

1,.500 



1 



G.H. Baker... 



i J 

1,500 — 



Purcha.=ed office furniture fro.m Baker on account. 

j 4 


1 

j 


1 ! 

lo: 

G. H. Bilker .... j 

f t 

•i 

i,ooo' 



1 



Cash . 1 

; 1; 



1,000 — 


Pa^Tneat to Baker on account. 

lo< Cash . _ _ . . ! l' 

i Commissions Earned. i C> 

i Collection of commission for selling real estate, j 

I ■ 

20 J. IL Duncan i 2 

1 Commissions Earned. . . 6_ 

1 Charged Duncan a commission for selling real 
I estate for him. j j 

1 ' ’ 

21] Civ=h 

; J. H. Duncan 

i I Collection from Duncan to apply- on account. 


400- 


300- 


1 ! 


,2S E-xpense 

i Cash 

1 I Paid office rent for Julv. t ' 

if ■ ; . 

3lj Di\-idcad5 j S 

i 1 C.rsh.... I 1; 

] Paid a dividend to stockholders. [ j 


100 — 


150- 


2.50*—; 

1 i 


400' — 


300- 


100 - 


150'- 


250 
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Capital Stock 


II 

Cosmusstons Earned 


1 1 I hd 


Expeoce 


J^Zs! Office rent ! l| I5oU i 
Diridend* 


irjT 


jj 


[Ch 2 



I ij 5 000'— 

(Pace 6) 


400 — 
300 — 

(Page 7) 


(Page 8) 


The journal is (he same as the one previously illustrated, except 
that the ledger page numbers ha\e been entered m the L P column, 
to indicate that the postings ha\c been made You should trace 
the debits and credits shown by the journal entries into the ledger 
accounts 

Since the journal contains a complete explanation of each trans 
action, it IS usually unnecessary to write explanatory comments in 
the ledger accounts If the bookkeeper wishes to know, for instance, 
uhj the Ca«h account was debited and credited with the various 
amounts shown he can trace each entry back to the journal, where 
a complete record will be found of each transaction affecting cash 
Purpose of journal and ledger The journal contains a record 
of all the transactions m their chronological order, showing the 
names of the accounts to be debited and credited, and a complete 
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statement of all important facts regarding each transaction. The 
ledger classifies all these debit and credit entries according to the 
accounts affected. 

Thus, if one wishes to know what transactions occurred on 
July 15, he will look in the journal. If he wishes to determine the 
increases and decreases in cash during July, he will look at the Cash 
account in the ledger. 

The journal also pro\'ides a place where more comprehensive 
explanatory comments can be written about the transactions than 
Can be written in the limited space available .in the Explanation 
Columns of the ledger accounts. 

Trial balance. The trial balance of the foregoing ledger appears 
below: 


WHITE REALTORS CORPORATION 
Tnal Balance 
July 31, 19— 


Cash 

4,100 00 


J H Duncan 

200 00 


Office rurmture 

1,500 00 


G n Baker 


500 00 

Capital Stock 


5 000 00 

Commi"'ion<5 Earned 


700 00 

Expeii'e 

150 00 


Dividends 

250 00 



6 200 00 6,200 00 

Locating errors. If a trial balance does not balance, the amount 
of the difference should be determined: the following steps may be 
taken to locate the error: 

(1) Refoot the trial balance. 

(2) See that the balances have been carried correctly from the 

ledger to the trial balance. Watch for: 

(a) Differences between the balances in the accounts and 

the balance-' shown in the trial b.alance. 

(b) Debit b.alances in the accounts entered on the credit 

side of the trial balance, and xice versa. 

(c) Ledger balances omitted from the trial balance. 

(3) Recompute the ledger balances, this will involve the follow- 

inc steps: 

(a) Refooting the debit side and the credit side of each 

account. 

(b) Recomputing the difference between the two sides of 

each account. 



20 


CHANGES IN SURPLUS 


[Ch 2 


(4) rheck the postings from the journal to the ledger Be- 

ginning ith the first journal entry, see whether each debit 
and credit has been correctly posted Watch for 

(a) Errors in amounts 

(b) Postings to wrong accounts 

(c; Porting a journal debit to the credit side of the ledger, 
or a journal credit to the aebit side of the ledger 

As ea< h entry in tlie journal ts traced to the ledger, place a 
check mark ( V) beside the amount m the journal and also 
be'-ide the amount m the ledger A check mark usually is 
placed at the nght of an amount After the checking of 
the po^-tirigs has l>ecn completed look for 

(a) Lnehecked entries m the journal — see whether these 
items hdie been posted 

(bj Lnehecked entries in tlie ledger — see whether these 
Items belong in the ledger it is possible that a 
journal entry has been posted tw ice that one ledger 
entry has lx.cn checked, and that the unchecked 
ledger entr> indicates a duplicate posting 

(5) See that the debit and credit amounts in each journal entry 

are equal 

In looking for errors, be constantlj on the watch for 

Tran.«po«ition.s — such as $79 85 posted as $78 95 
Shdes — such as $ 75 posted as $75 00 

Erasures should not be made in accounting records ^Vhen an 
error is di«co\ered, the incorrect amount or other item in the entry 
should be struck out by drav mg a hne through it, and the correct 
entrj should be inserted abote the incorrect one 

Preparation of statements The tnal balance on page 19 fur- 
nishes the information required for the preparation of the following 
statements 

WHITE REALTORS CORPORATIOH 
Suteseat of locomc aod Ezpeose 
For the Month of Julj, 19 — 

Comroia ions Earned 
Deduct Expenses 
^et Income 

( Phis statement was prepared by using the balances of the Commis- 
sions Earned and Expense accounts 1 


1700 00 
150 00 
SooOOO 
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WHITE REALTORS CORPORATION 
Statement of Surplus 
For the Month of July, 19 — 


Net Income 5550.00 

Deduct Dh-idends . 2.30.00 

Surplus, July 31, 19 — .. . .... $300 00 


(This statement was prepared bj' using the amount of net income 
shown in the statement of income and expense, and the balance 
of the Dhidends account.) 

WHITE REALTORS CORPORATION 


Balance Sheet 
July 31, 19— 

Assets Liabilities and Net Worth 

Cash .$4,100.00 Liabilities: 

.Accounts Receivable. . ... 200.00 .Accounts P-ayable $ 500.00 

Office Furniture 1,500.00 

Net Worth: 

C.apita! Stock $5,000.00 
Surplus 300 00 5,300.00 




(Tliis statement was prepared by using the balances of the asset, 
liability, and Capital Stock accounts, and the amount of surplus 
shown by the statement of surplus.) 

Observe that; 

The headings of the three statements illustrated above show the 
name of the company and the name of the statement. 

The statement of income and expense and the statement of sur- 
plus show the results of operations during a period, and the 
heading of these statements shows tlie period. 

The balance sheet shows the financial condition of the busiue.^Js 
on a stated date, and the heading shows the date. 



CHAPTER 3 

Working Papers 

Working papers If a ledger contains very many accounts, it is 
desirable to prepare working papers m T\hich the ledger account 
balances are classified in three pairs of columns, to indicate whether 
they are to be used m the preparation of 

(1) The statement of income and expense, or 

(2) The statement of surplus or 

(3) The balance sheet 

The following working papers were prepared from the tnal bal- 
ance of the ledger of White Realtors Corporation m Chapter 2 

WHITE REALTORS CORPORATION 
Workiog Papers 
For the Month of July 19— 







WHITE REALTORS CORPORATION 
Working Papers 
For the Month of July, 10 — 
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Step S The net income for the month in the amount of $550 00, was determined by computing the balance of 
the Income and Expense columns The $550 00 was entered in the debit Income and Expense 
column as a balancing figui e since the net income increases the sui plus the $550 00 as also entered 
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Statements prepared from working papers. The following 
statement of income and expense contains the items appearing in the 
Income and Expense Statement columi^ of the working papers. 

WHITE REALTORS CORPORATION 
Statement of Income and Expense 
For the Month of July, 19 — 

Income from Commissions 
Deduct Expenses 
Net Income •• 


$700 00 
150 00 
$550 00 


The following statement of surplus contains the items appearing 
in the Surplus Statement columns of the norkmg papers: 


TmiTE REALTORS CORPORATION 
Statement of Sut^lus 
For the Month of July, 19— 

Net Income for the Month 
Deduct Dividends 
Surplus, July 31 19— 


X' 8F 


$550 00 
2.5QOO 
$300 00 


The following balance sheet contains the items appearing in the 
Balance Sheet columns of the working papers: ^0 


WHITE 


Cash 

Accounts Receivable 
Office Furniture 


REALTORS CORPORATION 
Balance Sheet 
July 31. 19— 

Litbilitl» and Hat Worth 

$4,100 00 Liabilities 

200 00 Accounts Payable $ 500 00 

1,60000 

Net Worth 

Capital Stock $5,000 00 
Surplus 300 00 S5 300 00 


$580000 


$5,800 00 



CHAPTER 4 

Closing the Books 


Closing accounts showing changes in surplus. The income, ex- 
pense, and dividend accounts are intended to show the changes in 
surplus during a period, and their balances are used in the statement 
of income and expense and the statement of surplus for the period. 
After these statements have been prepared, these accounts have 
served their purpose, and the net increase or decrease in surplus 
shown by their balances may be transferred to a Surplus accoimt b}' 
a process called closing (he books or closing (he ledger. 

In actual business it is not customarj' to close the books more 
often than once a year. Very many businesses elose their books on 
December 31. There is, however, a growing tendency to adopt, for 
bookkeeping purposes, a fiscal year ending at some other date: the 
fiscal 5 ’’ear-end adopted is usually a date when business operations 
are at a low ebb. 

In many of the problems and practice sets in this text, the books 
are closed monthly. This is done because it is desired to give j'ou 
training in the procedure of closing the books without requiring j'ou 
to record transactions for an entire year. 

Closing income and expense accounts. The income and expense 
accounts are closed by making and posting journal entries which 
transfer the balances of these accounts to a new account called 
Profit and Loss. The credit balances of income accounts are closed 
to the credit of Profit and Loss; the debit balances of expense ac- 
counts are closed to the debit of Profit and Loss; the credit balance 
of the Profit and Loss account then shows the net income for the 
period. 

The first entiy* to close the books of Wliite Realtors Corporation 
at the end of July transfers the credit balance of the Commissions 
Earned account to the credit of Profit and Loss. The journal entrj' 
is as follows: 


Journal 

19— I ; 

.Tuly 31, Commissions Earned .. 

I ^ Profit and Ix)-s 

i j To close the Commissions Earned account. 


(Page 2) 


U! 

j i 



700 00' 



0 

( 

1 i 

i i 

700^00 


The account numbers in the folio column of the journal show 
that the postings have been made. 
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The t\\o accounts* affected bj the journal entrj on the preceding 
page appear as follows 


Coisrussioss Eaised (t’iSe 6) 


19— \ 
July*! 

1 /■ i i ^ 

j 2 

40^00 

30000 


1 Qotwl i 

700 00 



Pn^t and Loss 

fPage 9) 

1 

1 ^ 

1 . f 1 ' 

[ j p/u2y^7j Cowiriwnone 1 * 

1 -(Joo 

The Commissions Earned account has now been closed that la, 
it has no balance Its former credit balance of S700 00 has been 
transferred to the credit of Profit and Lon 

The next journal entry do es the Expense account 



joomal 

(Page 2) 

3i| 

; ProSt and Lo^ . & 15000 

Expense 7| j 

To close the Expense account. I J 

loojoo 

The two accounts affected b\ thin journal entn. appear as follows 



Expense 

(PaseT) 

19-1 1 1 ( 

Jub OSce rent l! 

loOoJjtlila/lroP 4L IJ 

loJoO 



Profit and Loss 

(Page 9) 


Julir'sjj Expenee f* 7 OWJul 3r Commissjons j zj TOO'OO 


The Expense account has been closed its former debit balance 
has been transferred to the debit of Profit and Loss 

The Profit and Loss account has a credit balance of S550 00 
representing the net mcome for the month 

The effect of the'e closmg entries k 'hown graphieallj below 
The amounts of the closing entnes are «hown m xtahcs The numbers 
in parentie'Cs unifcafe fie sequence ra wiirci fie entries are niatie 

Expense CoiamissiorLS Earned 

150 i Too i 400 

I (2) (7) 1 300 

and Loss 

— >JS0 1 700« 


• In the foUcTHing ledger accounts, the debits and credits resulting from posting the 
preceding journal entry are pnnted in italics as an aid m identifpng them. 
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You should observ'e the method of ruling closed accounts. In 
the Commissions Earned account, note the single rulings on the 
same line in the debit and credit money columns, the totals, and the 
double rulings in three places on the line below the totals. Since 
the Expense account contains only one entrj' on each side, totals are 
unnecessary, and the account is niled with double lines only. 

Single lulings extend across the money columns only, whereas the 
double rulings extend across the date, folio, and money columns. 

Closing the Profit and Loss and Dividends accounts. During 
July the surplus was increased by the net income and decreased by 
the di\idends. To show these increases and decreases in surplus, 
the balances in the Profit and Loss and Dhndends accounts are 
closed to a Surplus account. 


The following journal entrj' closes the Profit and Loss account. 

Journal (Page 2) 


|3 1 Profit and Lom . . 

* Surphis. 

1 To close the Profit and Loss account. 


•i & 


550 00 

I 

i » 


The two accounts affected appear as follows; 

Profit and Loss 


550 00 


(Page 9) 


19— 

July 

j 

B 

3l[ Expon.‘!e 

Sli To Surplus 
t 

2 

y 

1 'P- 

150 00 .ruly'.3i^ Commisdons 
OjO"'!} 1 

2 rco 0<1 

I 


TOO 00 ' J 

i rtx) m 




Surplus 

(Page 10) 


\ 5 i 

! f 1 

i 

i 

, -fa— 1 < 

j JuhjSl^ Xct ineoinr 

( J‘‘ J To 'jO 


The following journal entrA' closes the Di\idends account. 

Journal (Page 2) 


31 !' Surplu-s. 


DindcruL . . • 

To clo'O the Dividend' account. 


10 ’ 

s' 


2.50,00' 


The two accounts affected appear as follows; 

Dividends 


2.50 (Kl 


(Page S) 


10 ~! . 
.hiivsd 


f j (lO — . ] 

2.50 To Su-pl-j.- s ^ xow 

Surplus ' (Page 10) 


10 — \ I 

Juli/St] Dividends 


I I d® — i ! 

?, Sv0,(XTTtiIyl31i Xct income 


530,00 





30 


CLOSING WE BOOKS 


[Ch 4 

All the accounts showing changes m surplus during July ha\e 
now been closed, and the S300 00 credit balance m the Surplus ac- 
count represents the surplus at the end of Julj' 

Summary of closing entries. The procedure of closing the in- 
come, expense, and dividend accounts is summarized as follows 

Close the income and expense accounts to a Profit and Loss 
account The balance of the Profit and Loss account then 
shows the net mcome for the period 

Clo=e the Profit and Loss account and the Dividends account to 
Surplus The balance of the Surplus account then shows the 
accumulated, undistributed profits at the end of the period 

The complete closing procedure is shown graphically below 


CommissioQs 

Dividends Expense Earned 


250 

S50) 

150 1 

ISO) 

|-(700 

400 

300 




(*) 

U) 



Profit and Loss 
—^150 j - 
-{550 


! * Surplus ( 5 ) 

^—>S50 1 550« 


The journal page containing all the closing entries is shown below 


Journal (Page 2) 


aJ 

Commiss ons Earned 


700 





Profit and Loss 

1 To close the Commissions Earned account 

1 


oo| 

700 

00 

31 

Profit and Loss 

9 

150 

00 




Expense 

To close the Expense account 

■'1 



150 

00 

31 

Profit and Loss 

9 

550 

no 




Surplus 

To close the Profit and Loss account 

lO' 



5o0 

00 

31 

Surplus 1 

10 

250 

ooj 




Dividends I 

To close the Dividends account 




250 

00 
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Ledger. To indicate as clearly as possible the effect of closing 
the books, the accounts of White Realtors Corporation are showm 
below. They are given in two groups: 

(1) Accounts which remain open after the books are closed. 

(2) Accounts which have no balances after the books arc closed. 


Accounts which remain open after the books arc closed: 


Cash (Page 1) 


19— j j 

July l| 1 

Ion { 

24i 1 

J 

iii 

1 -19 — 

o.OOO'OO Julv 10, 

400 oo; 2S, 

100 00, isil 

1 

il: 

1,000 00 
l.io'oo 

2o0;00 



J. H. Duncan 


(Page 2) 

19- ] 

July|20i 


19- ’ 

303,00 July, 24j 

i k 

ioo;oo 



OSce Furniture 


(Page 31 

19 — j 1 

July! 3i 

iii 

l,.33o!ooj 1 i 

11 

f 

i 



G. H. Baker 


(Page 4) 

19— i 1 

JuiyjlOj 

1 h 

, .19-1 ] 

I.OJO,00_July, 3, 

lij 

i,.?aioo 



Capital Stock 


(Page 6) 

1 1 

1 i 
! ] 

■19— ■' 

, .July, Ij 

i » 

1 K 

5.000 00 



Surplus 


Page 10) 

10 ^ 

t i . . 

July ^3 Dividends 

1 2. 

i .'19 - ' 

2o0 00,July SliXot Income 

i ! 

! 2 

! 

ooOiOO 


Accounts with no balances after Ike books are dosed: 


Corainiss’oas Earned 


rc — ' ‘ 10 — 

Ju’c.-'ol To F. & h. . 2 rnnrnjiiir i.' 





(Page G) 


j I jmiv) 

j i sen w 


Expense 


(Page 71 
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Dindends (Page S) 



Before the books are closed 

The balance in the Surplus account shows any surplus which 
may have existed at the bcgmmng of the period 

The balances in the income, expense, and dividend accounts 
show the changes in surplus during the period 

After the books are closed 

The balance m the Surplus account shows the surplus at the 
end of the period 

The income, expense, and dividend accounts have no balances 
They are therefore ready to record the changes m surplus 
durmg a subsequent penod 

Trial balance after closing After the books ha\ e been closed, 
it IS ad^’lsable to take an after closing trial balance, to be sure that 
the equality of debits and credits in the ledger has not been destroyed 
by errors m closing the books The trial balance of White Realtors 
Corporation after closing on July 31 is shown below 


WHITE REALTORS CORPORATION 
Aller Closuig Tnal Balance 
July 31, 19— 


Cash 

J H Duncan 
Office rurniture 
G ir Baker 
Capital Stock 
Surplus 


4 100 00 
200 00 
2 oOOOO 


500 00 
5 000 00 
300 00 


5 800 00 5 800 00 


Accounts of subsequent periods. Before the books of White 
Realtors Corporation are closed at the end of August, the Surplus 
account will show the surplus on July SI, as follows 
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Since the income, expense, and di^ddend accounts were closed at 
the end of July, their balances on August 31 ■sriil show the chanses 
in surplus during August. To illustrate, let us assume that these 
accounts appear as follovy's : 


Commissions Earned (Page 6) 


19— 

July 

31 

To R & L. 

2 

4 


1 ! 

i h 

1 h 



, 




1 1 

1 ' 

700 00 ! \ 

! ^ 

\ , 

700 00 




i i 

-lug. 0 

1 1 22 

1 3. 






Expense 


(Page 7) 

I9-| ,j 

Julyi2S, OPdee rent 

Ll_ 

i 19— ' 

l.lOOOJuIvSl'To P. A- L. 

1 

ry 

1 

150,00 

Aug. 

13j Supplies 

2Sl Office rent 

Ui 

10 00 ' ; 

150 oo; , ; 

! ; 

i 





Dividends 


(Page 8) 

19-j 

Julyjsi 


li 

ilO — I 

2o0 00 J u[y 31* To Surplu'^ 

1 } 

1 

250^00 

Aug. 

3L 


1 s: 

250 00.' , J 

1 i 

1 


Statements. The folloudng statement of income and expense 
shows the net income for August. 

WHITE REALTORS CORPORATION 
Statement of Income and Expense 
For the Month of August, 19 — 


Income from Comuu:,sions 567.5.00 

Deduct Expenses IG(\00 

Net Income. . . . ■ SSOO.OO 


' The following statement of surplus shotes the surplus at the be- 
giiming of August (per the balamcc of the Surplus account), the 
chances during the month, and the surplus at the end of the 
month. 


■RTaiTE RE.ALTORS CORPORATION 
Statement of Surplim 
For the Month of August, 19 — 

Surplus, July 31. 10- — . . 

-Vdd Net Income for the Month . 

Total 

Deduct Dividea-D 

Surt’la.-^, -lugust 31, 19 — 


5.300.00 

509.00 

55110.00 

350.00 
.55.59.00 
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After these statements and the balance sheet ha\ e been prepared, 
the accounts can agam be dc^ed bj journal entnes si mila r to those 
made at the end of July The balance in the Surplus account will 
then show the surplus at the end of \ugust 

Sequence of accountmg procedures The \anous accounting 
procedures explamed m this and the preceding chapters are per- 
formed m the foUowmg sequence 

Joumahze 

Po't 

Take a trial balance 

Prepare workmg papers (this is optional if there are only a few 
accounts, experienced bookkeepers do not make workmg 
papere, smce the statements can easily be prepared without 
them) 

Prepare a statement of mcome and expense for the penod 

Prepare a statement of surplus for the penod 

Prepare a balance sheet showing the financial condition at the 
end of the penod 

Make and post the journal entnes necessary to close the books 

Take an after-cloaing trial balance 

■Man\ companies prepare «tatements monthly, but cIo«e the 
book* onl> once a jear In such cases, the procedure is as follows 

Monthlj routme 

Journalize post take a tnal balance prepare workmg 
papers prepare a statement of income and expense, a «tate 
ment of surplus, and a balance «heet 

At the end of the s ear 

Make and post the journal entne* necessarj to close the books 
take an after-do=ing tnal balance 

Punctuating niunbers When numbers are wntten on columnar 
ruled paper, it is iinneces. arj to mdicate decimal locations bj usmg 
commas and penod*, the ridings accomplish this purpo‘^ Num 
bers wntten on paper which does not base money column rulmgs 
should be punctuated, thus 2,356 457 87 

Use of zeros and dashes In book* of ongmal entry, ledger 
accounts, tnal balances, and working papers the u^e of two zeros 
or a dash in the cents column is a matter of choice Thus, an amount 
may be wntten 1 257 00 or 1 257—. Many bookkeepers feel that 
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a dash is more easily written than two zeros, and that the use of 
dashes facilitates the addition of the cents column. 

In balance sheets and other statements it is preferable, for the 
sake of appearance, to use zeros. 

Dollar signs. Dollar .signs need not be written in books of 
original entrj”, ledger accounts, trial balances, and working papers. 
They should be used in balance sheets and other formal statements. 
In such statements, a dollar sign should be \\Titten: 

Beside the first amount in each column. Look at the balance 
sheet on page 21 and obseiwe the dollar signs in $4,100.00, 
8500.00, and $5,000.00. 

Beside each amount appearing below an underline. Look at 
the statement of smplus on page 33 and observe the doUar 
signs in SS09.00 and in $559.00. 

Red ink. Bookkeepers formerly used red ink for anj* rulings in 
books of original entry and ledger accounts. This practice is now 
becoming obsolete. 
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Cost of goods sold. The foregoing statement does not show the 
computation of the cost of goods sold. The cost of goods sold is 
computed by deducting the merchandise inventory at the end of the 
period from the cost of merchandise available for sale. 

If ive assume ihat there was no inventory at the beguming of the 
period, the onlj^ goods available for sale would be those purchased 
during the period. The profit and loss statement, expanded to show 
the computation of the cost of goods sold, would appear as follows: 

THE DOUGLASS COMPAItY 
Statement of Profit and Loss 
For the Month of November, 19 — 


Sale.=; 

Deduct Cost of Goods Sold; 


$35,000.00 

Purchases . . 

$30,000.00 


Deduct Inventory*, November 33, 19 — 

5,000.00 


Cost of Goods Sold .... 


25,000 00 

Gross Profit on Sales. . . . 


$10,000.00 

Deduct Expenses 


7,000.00 

Net Profit 


.$ 3.000.00 


If we assume that there was an inventory at the beginning of the 
period, the goods available for sale would include the inventory at 
the beginning of the period and the purchases during the period. 
The cost of goods sold would be computed as shown below: 

THE MORTON COMPANY 
Statement of Profit and Loss 
For the Month of September, 19 — 


Sales. ' S3, 350.00 

Deduct Cost of Goods Sold: 

Inventon.’, September 1, 19 — . ... .?1, 000.00 

Purchases - 2,700.00 

Total $3,700.00 

Deduct Inventon*, September 30, 19 — . . 1.1 -IQ .00 

Cost of Goods Sold 2, .5.50 00 

Gross Profit on S.\Ie= . ? $00.00 

Deduct IiApenso> 

Net Profit for the Month. ^ (>00.tX) 


Information required. For the preparation of the foregoing state- 
ment of profit and loss of The hlorton Company, it wa.s necessary 
to have the following iiifonnation: 

$3, .350.00 
1,00) C''! 
2,700.CkJ 
1,1.50.03 
200 00 


Salci 

Inventory*, September 1 . 

Purch-ves 

Inventory*, September 30 
Exdciiscs 
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Since vre are already familiar •with the Expense account, we ha^ e 
to consider onlj four new items, which will be discussed in the fol 
lowing order Inventory at the be ginnin g of the period, Purchases, 
Sales, Inventory at the end of the penod. 

Beginning inventory. The debit balance in the following ac 
count represents the asset of merchandise owned by The Jlorton 
Companj on September 1 the debit was made m this account at 
the begmnmg of the month. 



Iirrentorx 

19- I 

1 1 111! 1 ! 1 

Sept. iJi 

1 li 1 oooM 1 1 111 

Purchases 

Purchases mcrease the merchandise as^et, there- 

fore, purchases 

are recorded b 3 debits, as in the following accoimt 

Pcrchas*s 

19— t 

in 1 

Sept 3 

1 l„/»00, 

rl 

I 1 l,2WOOl 1 1 


Sales Sales are recorded bj debits to Ca«h or to customers’ 
accounts and bj credits to the Sales account The following ac- 
count contains a record of the sales of The Morton Company for 
the month of September 


Sties 



1 1 

II 1 i 1 

1 2000 00 
ij 1,3 j0'00 


Ending inventory At the end of the period it is necessary to 
determine the "v ^ue of the m\ entory on hand bj countmg, weighmg, 
or otherwise m^'^uring the merchandise, and bj p’acing it This 
procedtne is called taJ mg inventory 

Illustrative transactions Following are the transactions of The 
ilo^n Company for the month of September 

Sept 1 — ^The etoelholdere invested $4 000 00 cash and merchandise 
valued at SI 000 00, in exchange for capital stock of a par 
1 alue of $5,000 00 

3 — ^Merchandise eo«tmg Sl,o00 00 tms purchased for ca^h. 

7 — ^Merchandise costing $1,20000 was purchased from George 
"niute on account 


18 — A $2 000 00 sale of merchandise was made for cash. 
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25— :Merchandise was sold to E. F. Bailey on account, $1,350.00. 

20— A ca'=h payment of $500.00 was made to George White on ac- 
count. 

27 — cash collection of $750.00 was received from E. F. Bailey, 
to apply on account. 

2S — ^The store rent for the month, $200.00, was paid in cash. 

30 — ^A cash dividend of $250.00 was paid to the stockholders. 


Transactions journalized. Following is the journal containing 
a record of the transactions just listed. (The first journal entrj- is 
a compound entry; a compound journal entrj' contains more 
than a single debit and credit.) 


Journal 


(Page 1) 

4,000 

> 

‘00 



1,000 

00 





1 5,000 

00 

1,500 

00 


1 


< 

i 

i 

! 

1,500 

00 

1,200 

i 




1 

1,200 

00 


1 !)— 

Sept. 


I5 C.ish 

I Inventory , 

j Capital Stock . 

I Invent tuent by stockholders. 

s! Purchase^ 

Cash 

I Cash purchase of merchandise. 

Tj Purch.ases 

George White 

Purch.asc of merclmndlso from George White on 
account. 


IS. Ciish 

1 Sale? 

Cash sale of merchandise. 


12:. E. F. Bailor 

Sales 

Sale of mercliandise on account. 

20 George White 

C:v=h 

Payment to Uliite to apply on account. 

C.a-sh .... 

E. F. Bailey 

Collection from Bailey on account. 


2S Expense 

Ca-sh 

Payment of store rent. 

so' Dividends 

I Cash 

I Payment of dividend to stockholders. 


2,000 


1,350, 


00 


00 


.500,00 


750 00 


200 


00 : 


250,00, 

i ! 


2,000 


I 1,350; 


00 


00 


500 00 


750 00 


200 


OC 


i 

250'.00 
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Ledger accounts The following ledger accounts were produced 
bj posting the foregoing journal entnes 



E F Bailey (Page 2) 


19-1 1 

Sept j2^ 

1 1 1 no-i j 

1 l| 13o000Sept[27f 

1 l| TooU 


Inventory 

(Page 3) 

19—1 1 

Sept 1 l| 

1 l| 100000 1 j 

11 1 


George WJute 

(Page 4) 

^{ 26 ! 

1 1| ri 

1 lj 120oU 


Cap tal Stock 

(Page 6) 

1 1 

lj iKJ 

j j| 5 OOoU 


Poichases 

(Page 6) 


11 1 500'0« I 

1 l] I2OOO0I 1 1 

II 1 


Sales 

(Page 7) 

11 

1 1 1 FH 

ll 2 OO 0 U 

I'll l^oOUD 


Expense 

(Page 8) 

19-1 j 

Sept 1251 

1 l| 2«>'4 1 I 

II 1 


Dividends 

(Page 9) 

19-1 1 
'^pt I 30 J 

1 ll 2 =Ii4 I 1 

II 1 
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Working papers. The working papers on page 42 were pre- 
pared as follows: 

(1) - The statement heading and the column headings were 

written. 

(2) The trial balance was entered. 

(3) Each balance in the trial balance was extended to one of the 

Profit and Loss, Surplus, or Balance Sheet columns. 

(4) The inventorj' at the end of the period was entered in the 

Profit and Loss credit and the Balance Sheet debit col- 
rmms. 

(5) The net profit for the month was entered in the Profit and 

Loss debit column as a balancing figure, and in the Surplus 
credit column. 

(6) The Profit and Loss columns were footed and mled. 

(7) The surplus at the end of the month, S350.00, was entered 

in the Surplus debit column as a balancing figure, and in 
the Balance Sheet credit colunm. 

(8) The Surplus columns and the Balance Sheet columns were 

footed and ruled. 

In order to indicate clearly that the items entered in the Profit 
and Loss coliunns of the worldng papers are those required to be used 
in the computation of the net profit, these items are shown below 
in a somewhat different order than that in which they appear in the 
working papers. 

Profit and Loss 
Statement Columns 


Debit Credit 

Inventory, September 1 1,000.00 

Purchases 2,700.00 

The total of these two items rcprcscats the co^t of 
goods available for sale. 

Inventory, September 30 1,150.00 

The Pnrfit and Loss columns now have a debit bal- 
ance of S2, 3.50.00, representing the co:.t of g,rods sold. 

Sales. - .... . . 3,350,00 

The Profit and Lo'.s columns now ha\c a credit bal- 
ance of SSOO.OD, representing the gross profit on sales. 

Expense 200.00 

The Profit .and Lo^.s columns now have a crc.lit bal- 
ance of SGOO.OO, representing the net profit for the 
month. The coluinirs are balanced as follows: 

Net Profit 003-00 


4..590.0'0 4..500.00 

Statements from working papers. The statements on p.age 43 
were prepared from the working papers on page 42. 
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THE MORTON COMPANY 
Statement of Profit and Loss 
For the Month of September, 19 — 

Sales 

Deduct Cost of Goods Sold: 

Inventory', September 1, 19 — $1,000.00 

Purcha.=es... . . . VtoO.OO 

Total .... $3,700.00 

Deduct Inventorj-, Septeml>cr 30, 19 — . I.I.IO.OO 

Cost of GoocD Sold 
Gross Profit on Sales 
Deduct Expenses . . 

Net Profit 

THE MORTON COMPANY 
Statement of Surplus 
For the Month of September, 19 — 

Net Profit for the Month 
Deduct Dimdends 
Surplus, September 30, 19 — 

THE MORTON COMPANY 
Balance Sheet 
September 30, 19 — 

Liabilities aud Set Worth 
$4,300 00 Liabilities: 

600.00 Accounts Pavable . $ 700.00 

1,150.00 

Not Worth: 

Capital Stock $5,000.00 

Surplus 350.00 5,3.50 00 

$6,050 00 $6,0.50 00 

Closing the books. Closing the books of a merchandising com- 
pany accomplishes two tilings: (1) All accounts used in determin- 
ing the net income for the period, and any other accounts (such 
as Dicidends) showing changes in surplus during the period, are 
closed; (2) The inventorj^ at the end of the period is entered in the 
books as an asset. 

The journal entries to close the books of The Morton Company on 
September 30 are shown on pages 44 and 46, and the ledger accounts 
affected b\* the closing entries are shown on pages 4.5 and 47 opposite 
the journal entries. After reading each journal entry, look at the 
opposite page and observe how the accounts arc affected. 

The order in which the accounts are closed is, to a certain extent, 
a matter of personal preference. In the illustration, they are clo.=cd 
in the order in wliich they appear in the profit and loss statement. 


Assets 

C.osh 

Accounts Receivable 
Inventory 
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Closing the Sales account 


19— 

1 

II 1 1 


Sept 

Sales 

1 7 3 3o0j00j 1 


1 Profit and Loss 

1 To clo«e the Sales aceou jt 

loj 3 3o0 

joo 



Closing the Inventory account 


30 

Profit and Loss 1 

Oj lOOOOOl 1 


Inventorj 

a 1 1 OOO 0 


To charge Profit and Loss with the inventorv at 

1 


the beginning of the period 

1 1 1 


Closing the Purchases account 


30n 1 mfit and Loss 

llOj 2 700,001 1 

1 I Purchases 

Id 2 700 00 

1 1 To close the Purcha.e« a tou l 

n II 1 


Recording the inventory at the end of the period 

This entrj places the September 30 m\ entorj on the books as an 
asset, with an offsetting credit to Profit and Loss The credit 
to Profit and Loss represents a deduction from the opening 
imentory and purchases cots nhich were debited to that 
account 


30 

Inventorj t 2 

1 loO 

CW 

■ 


Profit and Lo»s jlC 



1 150 


To place the September 30 inventory on 1 
the books as an asset, and to credit Profit and 1 
Loss with the amount thereof | 








Profit aad Loss 


(Page 10) 


19 — j 1 il9 — I i I 

Sept. 30, Inv., Sept. 1 , 2; i ,000i0C.Scpt.l30, Sales 1 2j 3,330.00 



1^-j j 

Sept. 30! Inv., Sept. 1 
30 Purchases 


i 2 1,000 00 t^eot.i.iO balcr- 

' fij 2,700 00, ‘ 1 , 


2 3,330 00 

1 ! 


(Page 3) 
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//.EP.CHAtO!^ O?E?AvTl0N3 


rch -5 


Cl'mr.g Exp^^ fXWfxrA. 


J.V— i j 

i f 

1 i 

1 

b<-yt "dO P-vOt fctri Jj'fiik 

lo' 

200W 

I 

! 1 

n 


27)m 

* J tli*- a'-couBt 

j 1 

) 1 

) 


i}j- ProjA and L/rh ’if/JurA 


7<« ?*vli’ 5 

iiid Iw-jw- 

[k? 

— r 

) feurp lit 

” i 

<OTiOT 

1 

'b.ukI*-' tirt tit'i jifjlrt bjr^ut 

1 1 1 

j 


CUjinng Du^d^Af cccwt^ 
•f) ba*plu> 

j I 

I I Iv tAjhf ^si- D \ 


In] 2 JJVS 

i 1 



10 — 

Sept. 


30| Inv., Sept. 1 
so! Purchases 
so] E.xpense 


Profit and Loss (Page 10) 



19 — I 

Sept.JSO; Dhfidends 


2 ' 
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The procedure of closing the books of a merchandising company 
IS shown graphicallj below The clo«mg entnes are printed m 
itahcs The nmnbers mdicate the sequence m which the entnes 
are made 


Profit aad Loss 


1000 

tOOO)- 




1300 

1200 


Expense 


(1) 

Sales S,S,jO 




(?) 

Itw 9/1 

looo' 








1 

(4) 



Ira 9/30 i,tS0 




(5) 

Erpmat 

too 




— (A«t Ptcfit 
l 

600 



SSb) -— - - > Dmdvndt 150 


Ledger accounts FoUowmg are the ledger accounts after the 
books are closed 

Accounts not affected by dosing entries 

Cash 1) 


19— 

Sept-I 


■1 

( Jl9- 

1 4 0000aSept. 

5 

1 1 500 00 


1 200QO0j 2 

1 7o00{j 2 

0 

ij 50000 

ij 200 00 

iJ 2o0 00 
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E. F. Bailej 


(Page 2) 

19— 

Sept-i 

25 I 

1 

1 

li 

10 — [ 

l,350j00^Sept.,27j 

1 li 

1 

! 

750 00 




George White 


(Page 4) 

19— 1 j 
Sept.|26j 

1 i 

i ! 

.! 

1 10 — j ^ 

oOO^OO^Sept.j 7j 1 

i 1 : 

1,200 00 




Capital Stock 


(Page 5} 




: 1 

i i 1 

1 iSept.[ ij i 

li 

5,000.00 

Accounts affected by closing entries: 






Inventory 


(Page 3) 

19— 

Sept. 

15 


1 ' 

V 

! — ' f j 

1,000 00 Sept. 30 To P. i L. 

1 i 

2 

1,000 00 

Sept. 

30 


2 ] 

1,150,00] i i 

i ! 


Purchases (Page 6) 


19— 

Sept. 


■n 

BH 

1 


■ 







Sales 




(Page 7) 

19— 

1 

1 

1 ,19-1 

i 1 

i 

i 

1 

Sept. 

30 To P. & L. 

2'* 


!is 

1 

1' 

2,000 00 


1 

, j 

. 1 i 

r 1 

1 

ll 

1,350 00 


=J 

1 1 

3,330i00| 

Lj 

1 

F* S 

3,350 GO 




Expense 




(Page 8) 

19—1 

' I 

i 

I 19— 

i ! 

i i 

; 1 

i 

Sept.l 


1 ] 

200 00 Sept. 

ISO] To P. & L. i 

\ 2, 

200:00 




Dividends 




(Page S) 

nnig 


1 1 

1 '19— i 

i \ 

i 


» 


> I, 

250 00 Sept.ioO, To Surplu.-’ 

0 

2.50 ro 




Profit and loss 



(Page 10) 

19— 

i 


1 !19— 

1 : 


1 

5 

Sept. 

30 Inv., Sent. 1 

2 

1,000 00 Sept. '30 Inv., Sept. 30 

*> 

1,150 00 


30] Purchases 

2* 

2,700 00 

iso’ SaJc< 


3,3.50 0.3 


30j Evpertfc 


200I00] 


1 1 

i 

j 


30| To Surplus 

2 

eoo'oo 



1 

1 


1 

1 } -5,500 00. 



, _ 4,.5C<: 00 




Surplus 




(Page U) 


i I , !19- f 

1 2; 250 00 Sept. 30, Net ProSt 2. fflOOQ 


19 — { ' 

Scpt.i30| Dividends 
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Net loss for period. If the Kqien'ses exceed the gro^s profit for 
the period, the statement of profit and loss will appear as illustrated 
below 


THE A B COMPANY 
Statemeat of Profit and Loss 
For tlie Month of Februaiy, 19 — 


Sales 

Deduct Cost of Goods Sold 
Inventory, February 1, 19 — 
Purchases 
Total 

Deduct Inventorj February 28, 19 — 
Cost of Goods Sold 
Gross Profit on Sales 
Deduct Expenses 
Net Loss 


$5,000 00 


81,000 00 
4,300 00 
$5 300 00 
800 00 

4 500 00 
8 500 00 
600 00 
S 100 00 


Since the operations resulted m a loss, the Profit and Loss ac- 
count will have a debit balance, and will be closed by an entry 
debiting Surplus and crediting Profit and Loss 

In the working papers, the Profit and Loss columns will be 
balanced by entering the net loss in the credit column The net 
loss will also be entered in the debit Surplus column 

Loss on sales. If the cost of goods sold exceeds the sales, the 
operations will result m a loss on sales instead of m a gross profit, 
and the statement will be prepared as folIoi\s 


THE jr Y COMPANY 
Statement of Profit and Loss 
For the Month of July, 19 — 


Sales 

Deduct Cost of Goods Sold 
Inventory, July 1, 19 — 
Purchases 
Total 

Deduct Inventory, July 31, 19 — 
Cost of Goods Sold 
Loss on Sales 
Add Expenses 
Net Loss 


810 000 00 


$ 2 000 00 
9,300 00 
811 800 00 
1,100 00 

10 200 00 
8 200 00 
500 00 
8 700 00 


Nature of surplus and deficit. The net worth of a business is the 
excess of its assets over its habilities To illustrate 

If a business owns assets in the amoont of 845 000 00 

And owes liabilities amounting to 15 000 00 

Its net worth is 830 000 00 
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The net worth of a corporation Is shown in its balance sheet in 
two amounts, as illustrated below: 

(1) If the company issued capital stock of §25,000.00, and sub- 

sequently increased its net worth §5,000.00 by profits, its 
net worth would be shown in the balance sheet thus : 

Net Worth: 

Capital Stock ... . . .$2.5,000.00 

Surplus .5,000.00 .$.30,000.00 

(2) If the company issued capital stock of .§40.000.00 and sub- 

sequently decreased its net worth §10,000.00 bj' losses, its 
net worth would be shown thus: 

Net Worth: — 

Capital Stock ... ... $40,000.00 

Deduct Deficit 10,000.00 $30,000.00 


Office Routines; Documents 

Duties of the accoimting department. The work of the ac- 
counting department includes: 

(1) Writing up various documents, such as sales invoices, checks, 

and notes. Most of these documents are delivered to the 
parties with whom the company does business: duplicates 
of some of these documents (duplicate sales invoices, for 
instance) may be retained in the company's files for future 
reference and as evidence of the propriety of the entries for 
the transactions. 

(2) Checking similar documents received from the parties with 

whom the company does business to determine whether or 
not they have been prepared in accordance with the facts 
of the transactions. After ha\ing been checked, the doc- 
uments are filed as e\idence of the transactions. 

(3) Recording the transaction facts indicated by the doemnents 

wTitten up in the office or received from other parties. 

Internal control. The office and accounting procedure should be 
so organized that errors will be prevented so far as possible, and that, , 
if errors are made (either by the compan 3 ''s emplor-ees or bj- ora- 
plo\'cc 3 of the people with whom the companj* does bu5inc.s.s}, they' 
probabh' will be discovered. Moreover, the work of the various 
members of the organization should be so interrelated and checked.’ 
that fraud cannot be committed and concealed ivithout the eollu'ion 
of two or more persons. The method of effecting these safeguard.s 
is called the s^yMcm of internal check or internal control. Tlie pro- 
cedures described in this chapter are tj^iicaL 
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Purchase Routine 

Purchase requisitions In a lai^ and well organized business, 
with a good system of internal control, all purchases are made by the 
purchasing agent, who obtains information concerning reqmrements 
from purchase requisitions sent to him by other members of the 
organization Requisition forms are of vanous kmds , the following 
IS illustrative 


R E. JOHNSON & COMPANY 

Requisition No 

Please purchase 

M135 July 2 19 

for deliverv before July 6 

Quantity 

Description 

10 cases 

15 cases 

10 oases 

XXXX Strawberry preserves 

Acorn Peanut butter 

Acorn peas 

Requisitioned b 



Pure 

Purchase Order 

basing Agent’s Memorandum of Order 

Mn I’OS The Oaborne Co 

July 2 Chicago 

1 


Parcbase Reqmsition 


Purchase requisitions may be filled out by various persons de- 
pending on the nature of the business and the size of the orgamza- 
tion 

In the case of staple merchandise, the merchandise manager may 
fix a mmiTn iiTTi quantity below which the stock must not be allowed 
to fall without reordering When the stock is reduced to the mim- 
mum quantity determined by the merchandise manager, the stock 
clerk enters the description of the article on a requisition he may also 
enter the quantity to be ordered (if a standard quantity to be pur- 
chased has been established), or the quantity may be entered on the 
requisition by the merchandise manner 
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In the case of nonstaple merchandise, the requisition may be pre- 
pared in the office of the merchandise manager, after consultation 
•with the sales manager regarding quantities which probably will be 
required. 

Purchase order. The purchasing agent places the order by filling 
out a pmchase order. Purchase orders varj’- in form; the following 
is illustrative. 


Purchase Order No. 1705 

R. E. JOHNSON & COMPANY 
2913 North Western Avenue 
Chicago 


mn The Oshorne Coinpan 3 '’ 

Date 

July 2, 19 -- 


Deliver 

Before July 6 

2l5 West Canal Street 

Ship \aa . 

F. 0 B . 

Your truck 



Chicago 

Terms— 

1/10; n/30 


Quantity 

Description 

Price 

10 cases 

XXXX Strav, 'berry Preserves 

13.90 

15 cases 

Acorn Peanut Butter 

4.60 

10 cases 

Acorn Peas 

6.20 


R. E. Johnson & Company 

Req. No._Hi£^ By 

Purchasing Agent 


Purchase Order 


Three copies of the pmehase order may be made, and disposed of 
as foUo'v^’s: 

Original — sent to the supplier from whom the goods are being 
purchased. 

First carbon — ^retained in the purchasing department files. 
Second carbon — sent to the rccemng department. 
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The uses subsequently made of the 6rst and second carbon 
copies of the purchase order are described m a subsequent section 
of this chapter Briefly it may be stated here that, i\hen the goods 
and the invoice are received from the seller, a clerk m the purchasing 
department checks the invoice against the first carbon copy of the 
purchase order to see that they are m agreement as to the nature 
and quantities of the merchan^‘=e, the prices, and the discount and 
freight terms The second copy is used by the receivmg clerk when 
the goods are received 

Invoice The purchaser receives an invoice from the seller 
The invoice descnbes the merchandise shipped, shows the amount 
charged therefor, and gives other important information An il 
lustratwe invoice appears below 


THE OSBORNE CO\fPANV 

215 West Canal Street 

Chicago Illinois 

Tnvniri» No ^397 



E J’ohnson & Company I/IO n/30 

2913 North ffestern Ave 

Chicaeo, 111 FOB 


Shipped to 


July 3 1 

Hov/ Shipped 

Car No & Initials 

Quantity 

Descnption 

Unit 

Price 

Amount 

10 cases 

XXXX Strawberry Preserves 

13 90 

139 00 

15 cases 

Acorn Peanut Butter 

4 60 

69 00 

10 cases 

Acorn Peas 

6 20 

G2 00 

270 00 


Innice 
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Purchaser’s verification of invoice. Wlien the invoice is re- 
ceived, it is sent to the purchasing department, where a check sheet 
in the following general form is pasted to it, or a laibber stamp im- 
print of the same form is made on it. 


Goods checked to invoice 
Invoice checked to purchase order for: 
IMerchandise 
Prices 

Discount terms 
Freight terms 

Invoice footings and extensions checked 

Approved for paj-ment 

Paid bv Check No Date. 


Check Sheet 

Before the purchase is recorded, the purchasing company should 
know that: 

(1) The goods invoiced have been received. 

The second carbon of the piurchase order was sent to the 
recehdng department. IMien the goods arc received, the 
recehing clerk: 

Inspects the merchandise to see that it is in good condi- 
tion. 

Counts, weighs, or otherwise determines the quantities 
received, and enters these quantities on his copy of the 
purchase order. This copy was made with a narrow 
carbon, so that the quantities ordered were not tj-ped 
on it; such a practice assures a careful count by the re- 
ceiving clerk instead of a perfunctoiy checking of tj-ped 
quantities. 

Initials the copy of the purchase order and sends it to the 
purchasing d'epartment, where it is filed in a binder 
called a reemviruj record. 

A clerk in the purchasing department compares the quanti- 
ties received (shown by the receiving record) with the 
quantities billed (shown by the invoieeb If they agree, 
he initials the check sheet on the “Goods checked to in- 
voice" line. 
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(2) The jnvojce agrees with the purchase order 

The first carbon of the purchase order was retained m the 
purchasing department files A clerk checks the invoice 
against this carbon of the purchase order to see that the 
merchandise invoiced is the same as the merchandise 
ordered and that the pnees the discount and the freight 
terms are correct He indicates the accuracy of these 
matters by initiahng the check sheet on the four lines pro- 
vided therefor 

(3) The extensions and footings of the invoice are correct 
The computations are checked by a clerk m the accounting 

department and their accuracy is indicated by his initials 
on the Invoice footings and extensions checked line of 
the check sheet 

After the invoice has been checked an entry is made to record the 
purchase 

Payment of the mvoice The terms of the invoice recei\ed 
from The Osborne Company were 1/10 n/30 This is read as 
follows 1% in 10 days net SO * It means that 1% cash discount 
will be allowed if the mvoice is paid within ten days from its date 
July 3 and that the invoice is due m thirty days without discount 

To be sure that all invoices are paid ivithin the discount period 
they may be filed in a tickler which is a card file with index cards 
bearing dates The Osborne invoice will be filed behind the card 
for July 12 which is the date on which the check should be mailed 
to reach the creditor before the expiration of the discount period 

When the payment date arrives the invoice is taken from the 
tickler and sent to the treasurer If there are funds available for 
the pay ment of the invoice the treasurer signs or initials the check 
sheet on the Approved for payment line and s^nds the ini-oice to 
the cashier who 

(1) Dram, s check 

(2) Enters the check number and date of pay ment on the check 

sheet attached to the mvoice 

(3) Sends the check to the treasurer for his signature The 

check is clipped to the invoice so that the treasurer can 
be sure that the check he is signing is in payment of an 
approved mxoice 


• The express on ntliiam snomer because tlie gross a nount of the invo ce (not the 
net amount) is payable after 30 days 
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The treasurer sips the check and sees that it is mailed to the 
creditor. The invoice is sent to the booklvceper, who records its 
pa 3 Tiient. The invoice is then filed for future reference as e\'idence 
of the propriety of the entrj^ for the purchase and the entrv for the 
payment. 

Checks, advices, and receipts. When a remittance is sent to a 
creditor, it is important to pve the creditor information which will 
indicate the particular invoice which is being paid. A debtor may 
owe several bills; he has a legal right to specify that Ids remittance 
shall apply to a certain bill or certain bills, and the debtor’s and the 
creditor’s records should show which bills are being paid. It is also 
desirable to obtain a receipt from the creditor. Several methods 
may be used to accomplish these purposes; two methods in common 
use are described below: 

(1) The check form may be a simple one. similar to the following 
illustration ; 


FIRST NATIONAL BANK 2-1 


Xo 


i5-:3 


Ciiioso. ig , 

Pay to the order of The Oshome Ccrpany t267.Z0 


Exactly Cts. 


Donars 


P.. E. Johnson £: Company 

-y Trcara: 


Check 


When the purchaser sends the seller the check, he may send 
with it a letter, stating that the check is sent in pajunent 
of the creditor’s invoice 2397 of July 3, in the amount of 
S270.00, less 1 % cash discount. 


This method has two disadvantages: 

(a) It necessitates writing a letter. 

(b) Although the creditor’s endorsement of the check is a 

receipt for 82G7.30, it is not an acknowledgment of 
the pajTiient of a particular invoice. 

(2) Data with respect to the invoice that is being paid may be 
shown in a space prorided for that purpose at the left 
of the chock. 




58 MERCHANDISE OPERATIONS [ch 5 





j FIRST NATIONAL BANK 2 1 No _1668 

cha<« July 12 

Hi® Osborne Cenpany ?267 o 

E-^actlv S267' -30 C-S notbr. 

Date 

1 Invo ce ' 

Amount 

7/3/19 

1 2397 

270 00 

Total 

Durount 

Net 


270 00 

a 70 

R E Johnson &. Company 

267 30 

Treasa :r 


Check with Space for Data at Left 


The back of the left end of the check contains the following 
or similar words Endorsement of this check bj the 
paj ee shall constitute a receipt for the items descnbed on 
the face thereof A receipt for specific items is thus 
obtained from the creditor 

Sales Routine 

Sales. The office and accounting procedures with respect to 
sales differ in letail and wholesale businesses they also depend on 
the nature and sise of the business The procedures described in 
the following paragraphs are tj'pical and illustrate e but you should 
understand that, although they are indicatiie of methods of estab- 
lishing internal control, other procedures may be used with equal 
effects eness 

In retail stores where the orders in most cases are oral the clerk 
may merely rmg up the sale on the cash register If it is a charge 
sale, the salesman may make out a sales ticket in dupheate shomng 
the name and the address of the customer and the items purchased, 
the original wall be gi\en to the customer and the duplicate will be 
sent to the bookkeeping department for entry in the records If 
the order is to be filled from stock m the storeroom, a third copy may 
be made for use in filling the order 

In wholesale businesses most orders are receu ed in written form 
from the company s salesmen or customers, the "ales are made on 
account, and the goods are shipped or otherwise delivered to the 
customers The procedure may be somewhat as follows 

(1) The order goes to the credit department for approval of the 

customer s credit ritmg If the approval is giv en, 

(2) The order goes to a bilhng clerk who types an invoice in 

tnpheate The three copies are used as follows 
The second carbon is sent to the stock room for order 
fillmg, and thence (with the merchandise) to the 
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shipping room for packing and shipment, .-\iter the 
goods have been sliipped, this copy of the invoice is 
initialed by the shipping clerk and sent to the account- 
ing department, where it is filed, in invoice number se- 
quence, in a binder which scr\'cs as a slipping record. 
^Maintaining a record relative to the shipment of goods 
is important. In the first place, it sciwes as evidence of 
the propriety of the entiy debiting the customer and 
crediting the Sales account; in the second place, if the 
goods are delayed or lost in transit, it furnishes infor- 
mation which may be of assistance in tracing the sliip- 
ment or in substantiating a claim for loss. 

The first carbon remams in the accounting department, 
where it is checked to determine that it in agreement 
\'\’ith the order, and that the prices, terms, and computa- 
tions are correct. After the second caaTjon is returned 
to the accounting department (thus showing that the 
goods have been shipped! . the first carbon is filed in a 
sales binder and used by the bookkeeper in making his 
entries. 

The original is mailed to the customer after the goods are 
shipped. 


Statements. In many, although not in all, lines of business, 
merchants send their customers monthly statements similar to the 
following: 


Statement 


R. E. JOHNSON & COMPANY 
2913 North Western Avenue 
Chicaco 


0 . tv. iiurscn, 

Y.'tiitnei", 01-:lahc: 


v’Ui'. 


iO-_ 


Date 


Credits 

BaLance 

June 30 



c9.S5 

July 7 

4"^ . £3 



0 


30 ^55 


IS 1 40 50 


5S.3S 

i 
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Such statements show 

(1) The balance owed by the customer at the beginning of the 

month 

(2) Charges to the customer during the month, for sales on ac- 

count 

(3) Credits to the customer during the month, for cash remit- 

tances, returns and allowances, and so forth 

(4) The balance owed by tiie customer at the end of the month 



CHAPTER 6 

Expense and Income Accounts 


Expenses. It is desirable to keep a number of expense accounts 
so that the people who are managing the business can easily see 
whether any particular expense is becoming excessive. Some of the 
expenses for which separate accounts may be kept are shown in the 
foUoning partial profit and loss statement. The accounts kept by 
each business depend upon the kinds of expenses which the busi- 
ness incui-s, and the amoimt of detailed information desired by the 
management. 

In the statement of profit and loss, the balances of the various 
expense accounts may be classified in groups, as follows: 

Selling expenses: 

These are incurred in advertising, selling, and delivering the 
merchandise. 

General expenses: 

These are incurred in the genera! administration of the busi- 
ness. This classification of expenses is illustrated below. 


Partial Profit and Loss Statement 


Gross Profit on Seles 
Deduct Selling Exjienjes: 
Store Rent.. . . 

Advertising 

Salesmen’s Salaries . 

ToUil Selling Expenses. . 
Net Profit on Sales . 

Deduct Gener.il Expenses: 
Insurance. . 

Taxes 

Office Salaries . . 

Office Expenses . . 

Total General E.xpeases . 
Net Profit on Operations. . . . 


$20,000.00 


$ 0 , 000.00 

2,500.00 

9.0O0.00 


10,500.00 

$12,500.00 


$ 4.50.00 
125.00 

2.500.00 

3.200.00 

0,335.00 
$ 0,105.00 


Transportation charges. Freight, express, and other transporta- 
tion costs applicable to goods purchased arc part of the cost of ob- 
taining the goods: therefore, they are added to the purchases in the 
statement of profit and loss, as shown in the illustration on the 
following page. 
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Partial Profit and Loss Statement 


Sale? 

Deduct CoPt of G K>d S' Id 
Imeotoij Ju-ic SO 19 
Purfba. o= 

Freight In 
T 

Dedu-t Inieit t\ JuJ 31 IJ — 
<Vt fG'yjd V'd 
Gro5e Profit on 


«G0 50000 


$115 700 00 

$j0 100 00 

^^5 00 ,>0G2o00 

SIGG 32^ 00 
117 320 00 

49 00a 00 

"Vn P $1149oOO 


Freight, exprc*'*- and other expenpe^ incurred m delitenng goods 
to cu>tomer-5 t-hould be •■hot n m tb'^ profit and lo'-s statement under 
the Selbng Expenses caption 

Freight terms Freight terms are expressed thus 

F 0 h df! UnaUon This mean« free on board ears at destma 
tion In other uords the seUcr Kars the freight charges 
Fob ^hipping po at This meaas that the seller bears th" 
eo t of putting the mcrchandL«e on board the cars, but the 
purchaser pajs the freight charges 
Returned sales and allowances Cu.'>tomcrs, after recemng 
merchandise «old *o them, ma> 'S *2 h; g ) 

(1) Return the good because thej are not of the kind or quality 
ordered ^^hon the returned good-s are recei5ed, the 
selling companj should make entries as follows 

If the cuflomer hoe paid for (U goods and cash ts returned 
to him 

Returned Pales and Ulwwanoes 500 00 

Ca.b 50000 

If the customer is given credit for the returned goods 

Returned Pales aud AUonan es 500 00 

CueUimer e uacoe 500 00 


(2) Request and receite an allou ance on the price If an allow- 
ance IS granted, the seller should make entries as follows 
If cash IS •‘enl to the customer for the amount of the alZotc- 


Petumed Sales and AUanances 40 00 

Ca?h 40 00 

// the customer is given credit for the allowance 

Returned Sales and Allowances 40 00 

Cu-tomePs name 


40 00 
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The notice sent to the customer that his account ha.5 been 
credited for a return or an aliotvaiiee may be in the form of a letter, 
or a, credit memorandum may be issued to hun. A form for a credit 
memorandum is illustrated belonr: 


R. E. JOHXSOA & CO-MPAXY 
2 0 13 X'orth Y'ostem Ai-enag 
Cfciccjo 

Credit Memo No. 
Date 


We credit x-oar account as foiiov.-s: 



Credit Meracraadiiri 


Credit memorandums should be made in duplicate. The origi- 
nal should be signed by an officer or an employee of the companj* 
and sent to the customer. The duplicate. r-'Iiich should bo ini- 
tialled by the person tvho signed the original (as evidence that the 
credit xvc.s properly authorized), shotdd be tiled in a credit memo 
binder for the bcikkecpcr’s u^e in recording the aUor.-ancc. The 
initialed copies of the credit memoranda also serve tis evidence of 
the propriety of the entries crediting the customers and debiting 
Returned Sales and Mlon-aaecs. 

The debit balance in the Returned Sales and .Ulotvanccs account 
should bo shovm in the profit and loss statement as a deduction from 
the gross sales, as illustrated below: 


PoX-: U^-i- 


Pt-St’ Stztszzezt of ?-c£t apd Loss 



S-, r-'i') CO 
y.vci'o 


s; C-tO.CO 
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Returned purchases and allowances Goods purchased may be 
found unsatisfactory and maj be returned Or the goods maj be 
kept if the concern from which they were purchased grants an allow- 
ance from the purchase pnce Entne& for purchase returns or 
allowances are illustrated below 

Davis and Company 375 00 

Returned I^rchases and \lloi7aiices 375 00 

To charge Davis and Company for goods returned to 
them 


Cash 50 00 

Returned Purchases and Ahowaace 50 00 

To record return of goods to O home Corporation and 
cash received therefor 

The credit balance of the Returned Purchases and Allowances 
account should be deducted m the profit and loss statement from the 
debit balance of the Purchases account, as illustrated below 
Cost of Goods Sold 

Imentory August 31 19 — t 6 900 00 

Add Net Cost of Purchases 

Purchases SOOloOO 

Deduct Returned Purchases and Allowances 122 00 
NetPurchs«es $3 033 00 

Add Freight In 27o00 3 368 00 

Total Inventory aod Purchases $10 268 00 

Trade discounts Trade di«counts are deductions from the list 
pnce allowed for various reasons, such as 

(a) To av oid frequent publication of catalogues the pnees can 

be changed merely by increasmg or decreasing the dis- 
count rates 

(b) To allow dealers a deduction from an adv ertised retail price, 

this practice is followed, for instance, b> publishers whose 
advertisements state the retail prices of their books, 
dealers being allowed a discount from the published, or 
list, price 

Trade discounts may be stated as a single rate or as a series of 
rates For instance, assume that the list price of merchandise is 
$1,200 00 and that a trade discount of 35% is allowed, the net price 
IS computed as follows 

List pnce SI 200 00 

Less trade discount — 35% of $1 200 00 420 00 

Net price 


$ 780 00 
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Or, assume that ti^ list price is §2,000.00. and that trade dis- 
counts of 30% and 10% are a.llowed; the net price is computed as 
follows : 


List price 

First discount — 307o of .S2,C00 OO . . 
Remainder after first discount 
Second discount — 10 of $1,400 00 
Net price 


.... $ 2,000 00 
.... 600.00 
$1,400 00 
.... 140 00 

. $1.260 00 


No entries are made in the accounts for trade discounts ; entries 
for purchases and sales a.re made at the net price. For instance, 
assume that James Benton purchased goods from Wharton and Com- 
pany at a list price of §2,000.00, subject to trade discounts of 30% 
and 10%. Benton’s entrj' would be: 

Purcfiases . , 1,2G0 00 

Wharton and Company 1,260.00 

and Wharton and Company would make the following entry: 

James Benton . 1,260 00 

Sales.. . . 1, 2-30 00 


Cash discounts. Cash discounts are deductions allowed to cus- 
tomers to induce them to pay their bills within a definite time. 
Cash discount terms are stated on the invoice in the following 
manner: 1/10; n/30. 

If we refer to the preceding illustration in which Wharton and 
Company sold goods to James Benton, and assume that Benton 
paid the bill less a one per cent cash discount. Benton’s entry 
would be : 


Wharton and Company 1,260.00 

Discount on Purchase- 
Cash 

To record payment of in', ncc ot June 19, Ie>s 1' c 
cash discount. 


12.60 

1,247.40 


and Wharton and Company's entry would be : 


Cash 1.247.40 

Discount on Soles 12. CO 

James Benton . . 

To record collection of incotcc of June 19, l&s 1^- 
cash discount. 


1.260.00 


Freight and cash discount. When merchandise is shipped f.o.b. 
destination, the seller agrees to bear the e.^pense of the freight, and 
he usuallv pa'vs the freight himsck : but he may request the pur- 
chaser to pav the freight and deduct the a.mount thcrcot in making 
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his remittance In such cases the purchaser's remittance will be 
computed as follows 

Gross amount of invoire $]00 00 

Deduct cash discount — sav 2% 2 00 

Eamainder $ 9soO 

Deduct freight paid for the BcHer 5 qo 

Remittance $93 00 


The purchaser’s entnes are 


Purchases 100 00 

Bates and Companj 100 00 

Purchase of merchandise, fob destination. 

Bates and Company 5 qo 

Cash 5 00 

Pajunent of freight at request of seller although terms 
were fob destination. 


Bates and Cbmpani 

Discount on Parchases 
Cash 

Settiezseat for invoice less 2<o discount. 


9o00 


200 
93 00 


The seller s entires are 


John Holmes 
Sales 

Sale of mercbandiie fob destination. 


100 00 

100 00 


Cash 

Freight Out 
Discount OB Sales 
John Holme? 

Settlement for invoice lea? freight and 2% cash qiscount. 


93 00 
500 
200 


100 00 


When merchandi.se ls sold fob ehippirig point, the seller may 
prepaj the freight and charge it to the custoDjsr The seller’s m\ oice 
will then show the charge for the merchantiise (say $1,000 00) and 
the charge for the freight (say $25 00), or a total of $1,025 00 In 
making his remittance, the purchaser should take the cash discount 
on only the merchandise charge, thus 


Invoice 11000 00 

Deduct cash discount — say 1% 10 oo 

Remainder $ 990 00 

Add freight — paid by the eeller for the purchaser 2o 00 

Total cash remittance SI OloOO 


The purchaser’s entnes are 

Purchases 1 000 00 

Smith Corporation 1 000 03 

Purchaae of fob ehipptiig point 
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Freight In 25.00 

Smith Corporation 

To credit Smith Corporation for payment of freight. 


25.00 


Smith Corporation 1,025.00 

Discount on Purchases 10.00 

Cash 1,015.00 


Payment for invoice loss 1 % cash discount, and 
freight. 


The seller’s entries are: 


Fred Henderson 

Sales 

.... 1,000.00 

1,000.00 

Sale of merchandise, f.o.b. shipping point. 


Fred Henderson 

Cash 

Payment of freight for customer. 

25.00 

25.00 

Cash 

Discount on Sales 

.... 1,015.00 
10.00 



Fred Henderson 1,025.00 

Settlement for invoice less 1% discount, and freight. 


Cash discounts in the profit and loss statement. Since cash 
discounts reduce the amount received for sales and the amount paid 
for purchases, it would seem that discounts on sales should be de- 
ducted from the sales in the profit and loss statement, and that dis- 
counts on purchases shoidd be deducted from the purchases. This 
procedure is illustrated below: 


Partial Statement of Profit and Loss 


Gross S.ales 

Deduct: 

Returned S.ales and Allowances 

Discount on Sales 

Net Sales 

Deduct Cost of Goods Sold: 

Inventorj', May 31, 10 — 

Add Net Cost of Purcha-'cs; 

Gross Purch.ases 

Deduct: 

Returned Purchases and Allow- 
ances 

Discount on Purch.ases 

Net Purchases 

Add Freight In 


$23,560.00 

$ 365.00 

197.00 502.00 

$22,998.00 

$90,450.00 

$17,500.00 


$235.00 

315.00 550.00 

$10,950.00 

415.00 17,365.00 


Although this procedure seems to be correct theoretically, dis- 
counts on purchases and discounts on sales usually are shown in the 
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profit and loss statement under the captions of Other Income and 
Other Expense, respectively This procedure is illustrated in the 
statement on page 70 

Miscellaneous mcome Merchandising compames sometimes 
earn income from transactions other than sales of merchandise 
Such earnings may be shown m the operatmg statement under the 
caption of Other Income, after the net profit from merchandise 
operations 

Extended illustration Several new accounts hav e been intro- 
duced in this chapter We shall now consider them m relation to 
the working papers, the statements, and the closing of the books 

■Workmg papers The assumed facts on which the illustration is 
based are shown in the working papers on page 69 

The company oums trucks which it uses to dehver its merchan 
dise to customers In addition, it makes dehvenes for another 
store the mcome for this servnce is credited to Dehvery Income 
account 

Illustrative statements The following points should be noted 
m connection with the illustrative statements of profit and loss on 
pages 70 and 71 

Freight m is added to the net purchase, to determme the total 
cost of merchandise purchased 

The selhng expenses are deducted from the gross profit on sales, 
and the remainder is called net ■profit on sales Freight out is 
classified as a selhng expense 

The general expenses are deducted from the net profit on sales 
and the remainder is called mt profit on operations 

Other income items are added to the net profit on operations, 
and the total is called net profit on operations and other income 

Other expenses are then deducted, and the renminder is called 
net income 

Exhibit letters It will be noted that the balance sheet is called 
Exhibit A, the surplus statement is called Exhibit B, and the profit 
and loss statement is called Exhibit C 

The balance sheet shows the surplus at the end of the year, and 
refers to Exhibit B, where further details regarding the surplus can 
be found 

The surplus statement shows the surplus at the beginmng of the 
year, the net income and the dividends for the jear, and the surplus 
at the end of the year The net mcome shown in this statement 
carries a reference to Exhibit C, where details of mcome and ex 
pense can be found 
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THE POTTER COMPAKY 

Exhib t C 

Stateanit of Profit and Loss 


For the Year Ended December 31, 1913 

Gross Sales 


*103 500 00 

Deduct Betumed Sales and Allowances 


1500 00 

I\et Sales 


*102 000 00 

I^edact Co^ o! Goods ScJd 



Inventory December 31 1947 


*2a000 00 

Purchases 

SGdOOOOO 


Deduct Returned Purehases and Allowances 

100000 


\et Purchases 

354.00000 


Add Freight la 

200000 


Total 


6GOOOOO 

Total Opening Insentorj and Purchases 


*91000 00 

Deduct Inventorj December 31 1918 


20 00000 

Cost of Goods Bold 


CdOOOOO 

Gross Profit on Sales 


* 37 000 00 

Deduct Selling Expenses 



Store Rent 


# 6 000 00 

Ads-ertieing 


3 000 00 

Salesmen a Salanes 


8000 00 

Fraght Out 


4000 00 

MiseeHaneous Selling Expenses 


60000 

Total Selling Expenses 


2160000 

Net Profit on Sales 


* 15 400 00 

Deduct General Expenses 



Insurance 


* 30000 

Taxes 


100 00 

OSce Salanes 


3 00000 

OSce Expenses 


3G2o00 

Total General Expenses 


7 02500 

Net Profit on Operat ons 


$ 8 375 00 

Add Other Income 



Deb ery Income 


* 1 20000 

Discount on Purchases 


900 00 

Total Other Income 


2 100 00 

Net Profit on Operations and Other Income 


* 1047o00 

Deduct Other Expenses 



D scount on Sales 


975 00 

Net Income 


* 9./)000 
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Some accountants prefer to omit the vrords Add and Deduct and 
such lines as “Cost of Goods Sold” and “Total Selling Expenses.” 
A statement illustrating these omissions is shown below. 

THE POTTER COMPAKY Exhibit C 

Statement of Profit and Loss 
For the Year Ended December 31, 1948 

Gross Sales $103,500.00 

Returned Sales and .fVllowances 1,500.00 

Net Sales $102,000.00 

Cost of Goods Sold: 

Inventorj', December 31, 1947 $25,000.00 

Purchases $05,000.00 

Returned Purchases and Allowances 1,000.00 

Net Purch.a.sc3 $04,000.00 

Freight In 2,000.00 00,000.00 

Total Opening Inventorj- and Purcha.se5 $91,000.00 

Inventorj', December 31, 194S 20,000.00 65,000.00 

Gross Profit on Sales $ 37,000.00 

Selling Exi)enses; 

Store Rent $ 6,000.00 

.Advertising 3,000.00 

Salesmen’s Salaries 8,000.00 

Freight Out 4,000.00 

hliscellancous Selling E.\-pense.s 600.00 21,600,00 

Net Profit on Sales S 15,400.00 

General Expenses: 

Insurance S 300.00 

Taxes 100.00 

Office Salaries 3,000.00 

Office Expenses 3,625.00 7,025.00 

Net Profit on Operations S 8,375.00 

Other Income: 

Dcliverj- Income S 1,200.00 

Discount on Purchases 900-00 2,100.00 

Net Profit on Operations and Other Income S 10,475.00 

Deduct Discount on Sales 9(5.00 

Net Income $ 9,500.00 
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THE POTTER COMPAKY Eacbibit B 

St£.lKs»vi of Biaplss 
For tie Ytti Eaded Deceaber 31, 19i3 
1917 325,900 00 

Add ^V j>er Fzi-b t C 9,50000 

Totsi 335,45000 

I>du<-t Djvid'“0'is 5,000 00 

b irplus, 3 1, 19 1? 3^3,450 00 


Awetf 

Csui 

Ac~rast« Eec^-n a,'Ae 
laves.v^’y 

Dfive/j E^upujeat 


THE POTTER COMPAOT EshiT^t A 

Etlaace Sbett 
Dec«aber 21, 1948 

Ls»t>^<Se( ui4 J(et Tordt 

tl«.325O0 liKibEUu^ 

25,50000 At*^uata Pai- 

20,00000 al>P 3 7,375 00 

3,00000 

Ket IVortb 

Capital Ftock 335,000 00 

FurjJuf, per Ex' 

30,450 00 05,45000 
372.^5 00 372,82500 


Closing entries. FoUoi^iDg are the entries to close the books: 

Pales 103,500 00 

PwJlt iTjd I/J« 103,OOOJ» 

To olw Isates aecouBt, 


P/oCt aad I/ms 1,500 00 

Iteturn^ fcalea asd AScnranoes 1,500 00 

To Uosp tbe Returned Sal^^s and Allowances 
account. 


Profit and Loss 25,000 00 

loeatory 25,000 00 

To ^bar^e Profit and Loss »itb th» jDveDt<»7 at 
the f^'gummg of the j ear. 


Pir^* and Low 67,000 00 

Purciiases 65,000 00 

Freight In 2,00000 

To olotie the two laaft-name-J aecounte. 


Eetun»d Purehahes and AUosrances 1,000 00 

Profit and Low 1,000 00 

To close the lieturoed Purchases and Allow- 
ances account 


Inventory 26,000 00 

Profit and Loss 

To put the DecemljerSl, 1918 loventoty ontbe 
Ixwhs, wjth an offM»ttinig credit to Profit and 

Loss 


26,000 00 
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Profit and Loss 

21,600 00 


Store Rent 

6,000 00 

Adverting .. , 


3,000 00 

Salesmen's Salaries 


S,00i5 00 

Freight Out . 


4,000 00 

Mi'Ccllaneous Selling E.'cpen.'-ps 


600 00 

To close the selling expense accounts. 

Profit and Lcr=s . 

7,025 00 


Insurance 

300 00 

Ta.'cea 


100 00 

Office Salanc' 


3,000 00 

Office Expenses 


3,623 00 

To clo'-e the general expense accounts. 

Delivery Income 

1,200 00 


Discount on Purchases 

900 00 


Profit and Lo^-s 


2,100 00 

To close the other income accounts 

Profit and Lo'-s 

973 00 


Discount on Sales 


975 00 

To close the latter account. 

Profit and Loss 

9,500 00 


Surplus 


9,500 00 

To transfer the net income to Surplus. 

Surplus 

5,000 00 


Dividends 


5,000 00 

To closc the latter account. 

Profit and Loss account. The Profit and Loss account produced 


by posting the closing entries is shown below. 


I9!S| 

Dec. 


3l! Rtd. S. * A. 

31? Inr. 12/31/47 
31i Purcha.'-es 
3ll Freight In 
3lJ Store Rent 
31i Advcrti'ing 
3lj Sales S.ihnea 
31j Freight Out 
31? Mi'C. Sell. E-rp. 
3lj Insurance 
31 T.axcs 
31 j Office Salaries 
3l| Office Evnonscs 
3l| Disc, on Sales 
31 To Surplus 


Profit and Loss 


i 

1 IIOIS 



4 

l,o00 00 Dec Silcs 

4 

2.5,000 00 

31 

Rtd. P. & A. 

4 

C.5,000 00 

31 

Inv. 12/31/43 

4 

2,000 00 

31 

Doliverj Income 

4 

e.ooo^fxi] 

31 

Di^c on Purchases 

1| 

3,000 00] 




8,00000 




4,000,00 



■i] 

60000 



41 

30000 



4 

100,00 



* * 
•Si 

3.00000 



4 

3.G2300 




975 00* 



4! 

9, 500 00* 



! ! 132.00000' i 




i 


ia3,500n0 
1,000 00 
20 000 00 
1,200 00 
000,00 


1 

I 


I 




Obscrt'c the method of posting compound Journal entries. Tne 
entrj- closing the selling expense accounts is an illustration; it b a 
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short method of accomplL.hmg the r^ult which could have been 
accomplished by makmg fi\ e journal entries — one for each selling 
expense account In postmg this entrj, the bookkeeper debited 
the Profit and LosS account with the file items with which it would 
have been debited if five separate closmg journal entries had been 
made 

Surplus account kfter the Profit and Loss account and the 
Dindends account are closed, the Surplus accoimt contains the 
foUowmg entries 


Stn^tts 


194S 

1 


1 |1W7| 


1 1 

Dec. 

3lj D vidends 

4 

sO00'0aDee.ai 

191S' 

1 

Balance 

Net Income 

2a9DOOO 

4 9 500 00 


Alternative closmg procedures Some bookkeepers when post- 
mg compound do'ing entries do not debit and credit Profit and 
Loss with the balances of the seieral accounts being closed, as in 
the illustration on page 73 but post to Profit and Loss only the totals 
shown by the journal entnes When postings are made in this 
manner, the Profit and Loss account appears as follows 


Profit and Loss 


31 

Rtd.S 4 V 


I soaW 

3. 

Sales 


103 500 00 

31 

Inv I** 31/47 


2s 0000« 

31 

Rtd. P & 


100000 

31 

Purchases 


6aOOOOO( 

31 

Inv l‘*/31/4S 


'>6 000 00 

31 

Freight In 


2000 OOl 

31 

Other income 


2 IOC 

00 

31 

Selling espenses 


•’1 600 oca 






31 

Gese^ expenses 


"020 00{ 






31 

Other expense 


97s OCJ 






31 

To Surplus 


9500 00| 









IS** 600 OCT 




13'’600 00 


Some accountants further sunphfj the cltemg procedure by com 
binmg all credits to Profit and Loss m one entry and all debits to 
Profit and Loss m another entry , as follows 


Dec. 31 Sales 103 500 00 

Ectunied Purchases and UloTaaces 1 000 OO 

Inventory (December 31 194S) 26 000 00 

Delivery Income 1,200 00 

Discount on Purchases 900 00 

Profit and Loso 


To get up the mventory at the end of 
the year and close all operatans accounts 
with credit balances. 


132 600 00 
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SI Profit and Loss 123,100.00 

Eetiim.f'd Sales and .llloi^ances l.oOO.CO 

Icvectory (December 31, 1947) 25.000.00 

Purchases 65,000.00 

Freight In 2,000.00 

Stp.Tj Rent 6.COO.OO 

Advertising 3.000.00 

Salesmen’s Salaries S,000.00 

Freight Out. .. 4,000.00 

MisrelLineons Selling E.'cpcnses 600.00 

Insurance .... ... 300.00 

Ta-tes . . . 100.00 

Office Salaries . . 3,000.00 

OSce Rxperises . ... 3.625 00 

Discount on Sales , . . 975.00 

To close all operating accounts vrith 
debit baDnces. 

31 Profit and Lots . 9,5(X).00 

Surplus 9,500.00 

To transfer the net income to Surplus. 


Profit and Less 


104S, 1 
Dec.i3ll 
'3 b 

! 

To Surplus I 

; 1 T94S 

1 123,100 CO’Dcc.'si 

1 9.500 00, 1 j 


j I 

132.600,00 

' ■ 

! 1 

1 J 

132.600 00' 1 I 


1 132,600 00 


Some accountants simplify the closing procedure to the point 
of making a single journal entrj' tv-hich closes all the operatiug ac- 
counts, sets up the inventorj* at the end of the period, and credits 
the net income to Surplus without the use of a Profit and Loss ac- 
count. Such a closing entrj' is shown below : 


Dec. 3l Siiles . . . lOo.o^.GO 

Returned Piircbases and LOOO.OO 

In^'entonr (December 31, 194S) 2f5,O00.(X} 

Delivery* Income, . I,2ti0 00 

Discount: ou Purchiscs ... 900.00 

Returned SjlIcs and AII^h . . lyoCOCO 

Inventor.' (December ol> 10-17) — 2o.0(O.00 

Purchases ..... Go J^) 00 

Frekht In 

Store Rent. .. . ,, 6.^^X)00 

Adverti-irc: ... S.W.OO 

Saie^rnen's SuLiHcs. ... . ... 

FrcizbtOut. ... ..... 4.0000? 

S'llinc Ex-^eniTCt; ..... & O 00 

In^ur3.n'’c . . . , . 0,00 

Taxes.... ... 

'c SaLirics ... .... 3.0'O} ro 

0‘’\‘e . . . . 3.02o 00 

Dii-ceert on Sales 9*5 00 

. ... O5C0 00 

To close the bo-cks. 
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p'x>cedure adopted In' each accountant is largel}’ a matter of 
personal preference. 

Unlmg and lettering personal accounts- As a means of indj- 
catmg tie c^en, or unseUled, items in accounts Tvith debtors and 
creditors, many boolbeepers rule off tie accounts by single rulmgs 
to sboTv tbat tie entne" aboi e tbe rulings balance eacb otber. Such 
rulings are illustrated below 


1^ \ 
MS' is; 


C. D Edsnsds 


500 

rj 


^>183 1 
QOe'llP 
|1^ 


^00 
50 00 
1150 00 


In many cases tbe dates of the trai^actions are sucb tbat tbe 
rulings indicating payments of certain ini oices cannot be made on 
tie same Ime on both sides of tbe account Such a condition is 
illustrated m tbe following account 


Ttti Bnsiaet] 


fl&— I 
_JO0 00,.4u«. S 

1 000^ jis 
0?. Ik 
I I liol 


2 b 50 00 
21? ISoOOO 


In sucb instances it is desirable to indicate offsetting items by 
letter, as illustrated m tbe foregoing account The lettering s} stem 
is also adi antageous wben an account cannot be ruled because an 
earlj m^v oice remains unsettled althou^ a later mroice has been 
settled m fulL This condition is illustrated below 


Mark 'Weil 

IS*- I n ii9-, 1 n r 

ot. is' 'lU I 50 om 0 rtlirf hL sooo 

^tJr 12 2bvl000b0!>o» lol 1 2'[bV lOoloO 

I 1 » M pll j 2 !|bV 900|00 

This account ^ows tbe foUowmg facts. 

fa) Tbe credit of $o0 00 appbes against tbe 51,o00 00 debit of 
October 15- Tbe balance of this in\ oice is stall unsettled, 
(b) Tbe Koiember 12 debit was settled bj two credits* one for 
-«100 00 and another for $900 00 


(It win be obserred tbat Wdl has settled for tbe Noi ember 12th 
ini oice before settling for the earber ini oice A debtor has tbe 
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right to designate the invoice against which a remittance shall be 
applied.) 

The reference letters b have been checked because the b entries 
balance each other. The reference letters a have not been checked 
because the a entries do not balance each other. The letters thus 
indicate which debits and credits apply against each other, and the 
check marks indicate which invoices have been settled in full. 



CHAPTER 7 

Promissory Notes 

Promissory notes. The following defitution Is quoted from the 
Uniform Negotiable Instruments Act 

A negotiable promtssoiy note <nthm the meaning of this 
act Ls an unconditional prormhc in imtiog made by one person 
to another, figned bj th«' maker, eng^i^ to pay on demand 
or at a fixed or de terminable future time a sum certain in money 
to Older or bearer 


SlCO GO Chicago. Illinois, July 25, 19-- 

One conth after date ^ promise to pay to 

the order ot - ^ Harrilton 

—One Hundred-no/lOO- Dollars 

Payable Pirst national Bank of Chicago 

Value received, v itb interest at 

Vr. 17 Drr.. August 25, I9-- 


The original parties to a note are: 

The payee — In the above illustration, 

F. K. Hamilton. 

The maker — In the aliove illustration, 

C. H. Mather. 

Ev cry promissory note is a note receivable from the standpoint 
of thepajee (since he e3q5ectJ5 to receive money) and a note payable 
from the standpoint of the maker (since he expects to pay money). 
Maturity. Notes may be drawn to mature. 

(1) On a date named in the note, thus: “On June 30, 19 — , I 

promise to pay.” 

(2) On demand, thus: “On demand, I pronuse to pay.” 

(3) Upon the expiration of a stated penod of time; the time may 

be stated in several ways, as indicated on the foUowmg 
page: 
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(a) Years, thus; "One year after date, I promise to pay.” 

Such notes will mature in a subsequent year on the 
same day of the same month as the date of issue, 
except that notes issued on Februarj^ 29, payable 
in a year ba\ang only 2S days in February, will ma- 
ture on February'’ 28. 

(b) Months, thus: "Three months after date, I promise to 

pay.” Such notes will mature in a subsequent 
month on the same day of the month as the date of 
issue, except that; (1) notes dated on the 31st of a 
month and maturing in a month having only 30 
days will mature on the 30th of the month; and 
(2) notes dated on the 29th, 30th, or 31st of a month 
and maturing in February wall mature on the last 
day of February. 

(c) Days, thus; "One hundred and twenty days sifter 

date, I promise to pay.” The maturity of such 
notes may be determined by the method used in the 
following illustrative computation of the maturity 
of a note dated December 15, 1948, maturing in 120 
days : 


Rcmnininf'clftj's in December 30 

Diiys in January 31 

“47 

Days in February 28 

75 

Days in March 31 

Tog 

Days in April . . 14 Maturity 

120 


Interest 

Computing interest. There arc several methods of computing 
simple interest. Some of the shortest are explained below. At 6% 
per aimum. 


The interest on SI. 00 for 1 year is S.OG 

The interest on 1.00 for 2 months (CO dnj-s) is. . . .01 Os of $.00) 
The interest on 1.00 for G days is 001 ('/lo of $.01) 


It is evident that interest on .$1.00 for sixty days can be computed 
by mo\'ing the decimal point in the principal two places to the left, 
and that interest on $1.00 for six days can be computed by raoN-ing 
the decimal point in the principal three places to the left. If this 
is tnic of $1.00, it is tnie of any princip.ol, and a general rule may be 
developed in the manner shown on page SO. 



80 


PROMISSORY NOTES 


CCh.7 


Giren any principal, to find the interest at 6% 


For 


6 days, point off three places to the left 
60 “ , “ " two " " “ “ 


600 

6,000 


“ “ one place " " “ 

the interest is the satn<» aa the pnncipaL 


Thus, 6 days’ interest on $1,230 00 is $ 1 23 

60 “ ■' " 1,23000" 12 30 

600 ■' “ " 1,23000“ 123 00 

6,000 " " “ 1,230 00 “ 1,230 00 


Multiples and fractions. The time, stated in days, may be 
separated into parts that are multiples or fractions of 6, 60, 600, or 
6,000, and the interest for partial time periods may be added. 

First illustration. What is the mterest on $137.65 for fifteen 
days’ 

Interest for 60 days = SI 3765 

“ '■ 15 " = Kof*I3765,or$3441 


Second illustration. What is the interest on S137.65 for eighty- 
eight days’ 

Interest for 60 daya « $1 3765 

■' " 20 " = 4588 (H of $1 3765) 

'■ '■ 6 " - 13765 

" " _2 " - 04588 (Hof 3 13765) 

88 -$201883 or $2 02 


Interest for any number of days. When the time cannot easily 
be divided into fractions or multiples of 6, 60, 600, or 6,000, 

Point off three places (Aroount is interest for six days ) 

Multiply by the number of days (Product is interest for six times the 
stated number of days ) 

Dmde by 6 (Quotient is interest for the stated number of days ) 


Illustration. What is the interest on S137 65 at 6% for seventy- 
seven days’ 

Point off three places $ .13765 

Multiply by 77 

Interest for 6 X 77 days $10 59905 

Divide by 6 $10 59905 — 6 = $1 7665 = $I 77, interest for 77 days 

Interchanging principal and time. The principal and time may 
be interchanged, if this procedure will simplify the computation. 

Illustration. What is the interest on $1,000.00 for thirty-eight 
days’ 

Interchanging, what is the interest on $38 00 for 1,000 days? 

Interest for 6,000 days = $38 00 
Divide by 6 $38 00 — 6 = 6 33 
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Interest at other rates. T^^len the rate is other than 6%, it is 
usuallj” desirable to compute the interest at 6%, and make the ad- 
justments for the difference between 6% and the actual rate. 

FtVsf iUustralion. TMiat is the interest on S360.00 for thirty 
days at 7%? 

Compute the interest at CTJ: 

Interest for 60 daj-s = $3.60 
Interest for 30 daj-s = SI. SO 
Add one sixth of .$ 1 .SO .30 

Interest at 7% S2.10 


Second ilhictration. What is the interest on S3, 500.00 for forty- 
five days at 5J4%? 

Compute the interest at 6%: 

Interest for GO daj-s = $35.00 

Interest for 43 d.a\-s = of $35.00 $20,25 
Deduct (for }^o{l %) Vi: of $20.25 2,19 

Interest at oH /o $24.00 

Computing the time. In the determination of the number of 
daj^ between two dates, for purposes of computing interest, exclude 
the first day and include the last. For instance, if you were asked 
to compute the interest on a note dated June 17 and due August 4, 
you would compute the time as follows: 


Remaining daj's in .Tune. . . 

. 13 

July.. 

31 

August... . 

4 


48 


Notes Receivable 

Notes Receivable accoimt. Although it is customar}' to keep a 
separate account with each debtor who owes the business on open 
account, notes receivable from all debtors may be recorded in one 
account, thus: 


Notes Receivable 


19— 

i 

: 1 ho- 


1 

1 * i 

July 

3^ J. B. Gates 60 da. 

Tj C. L. Peters 30 d.a. 
18 IL X. Burt SO da, 

221 J.F. Cole 10 da. 

1 a IjOOO^OO^.Vug. 
1 b 1,500'00‘ 

iV i.ooo'oo 
l.d 1,000 oo| 

1 

1 

J. F. Cole 

j 

1,J 1,000 
t 

1 


Each debit entin' shows the name of the maker and the time the 
note is to run. The credits are identified with the debits by names 
and cross-reference letters; thus, the credit records the collection of 
the Cole note, as cNddenced by the reference d. 
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The number of days shown in each entry is the number of days 
the note runs Since the note may bear a date earber than that of 
the entry, the maturity of the note is not necessarily the stated 
number of days after the date of the entry 

Entries for note receivable transactions Let us assume that 
we receive from Peter Dunlap a note for $1,000 00 due in 60 days 
Illustrative entnes for the receipt of the note and for its collection or 
dishonor at maturity are shown below 

(^) Entnes for the receipt of the note 

In studying the following illustrative entnes, you will ob- 
serve that the entry to be made when a note receivable is 
received always includes a debit to the Notes Receivable 
account the credit depends upon other facts about the 
transaction 

You will observe also that the following illustrative debit 
and credit entnes for the receipt of a note are not affected 
by the fact that the note bears interest or does not bear 
interest The only difference is in the explanation, which 
states whether the note is interest beanng or non mterest- 
beanng 

(1) Assume that the note is received for a cash loan to Dun- 
lap (and that it bears 6% interest) 

Notes Receivable 1 000 00 

Cash 1 000 00 

Received a 60-dav 6% note from Peter Duolap for 
a loan 


(2) Assume that Dunlap is indebted to us on an account 

receivable, and that we obtain the note from him to 
apply on account (and that it does not bear interest) 

Notes Receivable 1 000 00 

Peter Dunlap 1 000 00 

Received a 60-day note wiiboat interest to apply 
on account 

(3) Assume that we sell merchandise to Dunlap and receive 

a note immediately for the amount of the mvoice 
(and that the note bears 6% interest) 

The transaction might be recorded as follows 

Notes Receivable J 000 00 

Sales 1 000 00 

Received a 60-day 6% note from Peter Dunlap for 
amount of sale today 



PROMISSORY NOTES 


83 


Ch. 7] 


However, it is considered better practice to make two 
entries, as illustrated below, so that all the facts will 
be shown in our accoimt with Dunlap: 

Peter Dunlap 1,000.00 

Sales 1,000.00 

Sale of merchandise. 

Notes Eeceivable .... 1,000.00 

Peter Dunlap. . . . ’ 1,000.00 

Received a 60-day, G% note for amount of sale today. 

(B) Entries for the collection of the note: 

The entries for the collection of a note are affected by the 
fact that it bears interest or does not bear interest. 

(1) Assume that the note mentioned in the preceding illus- 

trations does not bear interest; we will collect the 
face of the note, $1,000.00. 

Cash 1,000.00 

Notes Receivable 1,000.00 

Collection of 00-da}‘ note from Peter Dunlap. 

(2) Assume that the note bears 6% interest ; we will collect 

the face of the note and $10.00 Interest. 

Interest is a fee charged for loaning money or extending 
credit; it is income to the payee of the note, and 
should be credited by him to Interest Income account. 


Cash 1,010.00 

Notes Receivable 1,000.00 

Interest Income 10.00 


Collection of CO-day note and interest at 6^, from 
Peter Dunlap. 

(C) Entries if note is dishonored: 

If the maker of a note docs not settle for it at maturity, the 
note is said to be dishonored. Some bookkeepers make 
no entiy whatever to show that a note receivable has been 
dishonored, and continue to carrj' it in the Notes Re- 
cei%'able account, with the hope that eventually it will 
be collected. 

This is not the Ijcst practice. If we hold a note receivable 
and do not collect it at maturity, we should transfer the 
amount from the Notes Receivable account to an account 
receivable with the debtor, so that our account with the 
debtor will show, for credit information purposes, the 
fact that he has dishonored his note. 
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Illustrative entries to record the dishonoring of notes are 
shown below: 

(1) Assume that Dunlap’s note does not bear interest, and 

that he dishonors it 

Peter I>uiilap 1,000 00 

■Notes Receivable 1,000 00 

Non-mterest-beanng note di^onored. 

(2) Assume that Dunlap’s note bears 6% mterest, and that 

he dishonors it 

Peter Dunlap 1 010 00 

Notes Receivable 1,000 00 

Interest Income 10 00 

Dishonor of 6% note 

Obsene that the Interest Income account is credited, 
et en though the mterest is not collected The in- 
terest has been earned, and Dunlap owes us the in- 
terest as well as the face of the note. 


(D) Entries if note w parluilly collected 

If, at the maturity of a note we make only a partial collec- 
tion, we should charge the maker s account with only the 
uncollected portion of the amount due, because the note 
13 only partially dishonored- 

(1) Assume that Dunlap’s note does not bear interest, and 
that we collect S700 00 at maturity 

Cash 700 00 

■Votes Receivable 700 00 

Partial collection on SI, 000 00 note from Peter Dunlap 
Peter Dunlap 300 00 

Notes Receivable 300 00 

To charge Dunlap’s account with uncollected portion of 
note due today 


(2) Assume that Dunlap’s note bears interest, and that we 
collect the interest and $700 00 of the principal* 


Cash 71000 

N otes Receivable 700 00 

Interest Income 10 00 

Collection of portion of principal of SI, 000 00 note, and 
the interest. 


Peter Dunlap 300 00 

Is otes Receivable 300 00 

To charge Dunlap’s account with uncollected portion of 
note due today 
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(£^) Entree for a ronewol note: 

At the natTirirj cf a note, the inaker niaj dishonor it and 
give ns a nev* note tor the riil amenne: or rre mav re- 
ceive a parti:il coueccion fa. cash and a nev note for the 
balance. 


fl) Assnnne that Dunlap s note dees not boar interest, and 
that, at matnnvv. he dishonors It and gives us a nev 
note for the amount of the dishonored note. Our 
entries are: 


Fetcrr Dunlan 

Xotas E,>'’ar'ihli' 

Diiiionar of uO-iir ante due tQC;i-'. 


I.CCC.CO 

l.CCO.CO 


Z^otc? liL'csi— jble 
Peter Dunlap 
^'ew 60 -<iav note n‘-er''"L 


noco.co 

I.GOO.CO 


(2'i Assume that Dunlap's cote bears Interest, and that, at 
maturity, rre collect the Interest and dTOO.OO on the 
principal, and that rre receive from Dunlap a new 60- 
daj. G’~c note for the balance. Our entries are: 


Cash no-GO 

yutes Eucer'abie 7C0.C0 

tntorist Lncomu lO.QO 

Gilluctiun of purVon of SL, 000.01' note, and tau intorest. 


Fetor Dunlap 

yores Eui'ai"ahli: 

Dishonor of por'nrn of (iO-iap nore due vidap 


•too. GO 

COO.Ofl 


yofrr? Ri’ee!”:!bl(' 

Peter Dunlarj 

yen' Oil-iar, G'h note for balance of ncto due todae. 


GCO.OO 

COO.OO 


JTctes Pavacle 


JTctes Pavable account, hloces pavable are also recorded fa one 
account. Each credit enrrt' shovi the name of the payee and the 
time the note is to rm. The debits rec-’nifag payments are idenri- 
£ed Trirh the credits by writing the names of the payees and b;.' 
usfaiT cr'iss-reference letters, m tne manner iliustrateu in tne Aotes 
Receivable account cn png': SI. 

Entries for nets payable transacriens. Let us assume that we 
ri'.Ti Georae uTeavera note tsr d'd.ddU.CO, cue in CL* cat's, ilmstr'a- 


tive entries for tne is 


lent cr Uisucnc: 
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(A) Entries for the issuance of the note 

The debit and credit entnes for the issuance of an interest- 
beanng note and the issuance of a non interest-beanng 
note are the same The entry to record the issuance of a 
note always includes a credit to the Notes Payable ac 
count the debit depends on other facts about the trans 
action, as illustrated below 

(1) Assume that the note is issued to Weaver for a cash 
loan (and that it bears 6% interest) 


Cash 2 500 00 

Notes Payable 2 500 00 

Issued 60-day Q% note to George tt eaver for a loan 

(2) Assume that we are indebted to Weaver on an account 

payable and that we give him the note to apply on 
account (and that the note does not bear interest) 

George Weaver 2 500 00 

Notes Payable 2 500 00 

Issued a 60-day aote without oterest on account 

(3) Assume that we purchase merchandise from Wea\er 

and issue a note immediately for the amount of the 
invoice (and that the note bears 6% interest) 

The transaction mighl be recorded as follows 


Purchases 2 500 00 

Notes Payable 2 500 00 

Issued a. fiO-day 6% note to George Ueawr for 
amount of purchase today 


However it is considered better practice to make two 
entries as illustrated below so that all the facts will 
be shown in our account with Weaver 


Purchases 

George Weaver 
Purchase of merchandise 

George Weaver 
Notes Payable 

Issue a 60-day 6% note for purchase today 


2 500 00 

2 500 00 


2 500 00 

2 500 00 


(B) Entnes for the ■payment of the note 

(1) Assume that the note does not bear interest we will pay 
the face of the note, $2 5CK) 00 

Notes Payable 2 600 00 

Cash 2 600 00 

Payment of 60-day note to George Weaver 
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(2) ^Issume that the note bears 6% interest; -n-e will pay 
the face of the note and S25.00 interest. 

Notes Payable . . 2,500.00 

Interest Expense . . 25.00 

Cash ... . . 2,525.00 

Payment of GO-day note and 0% interest to George 
lYeaver. 

(C) Dishonor of a note payable: 

If tve hold a note receivable and it is dishonored at maturitj^ 
we should charge it back to the maker's account, so that 
Ms account wUl show, for credit information purposes, 
that he has dishonored liis note. 

If we dishonor our note payable, we have no similar reason 
for transferring the amount of the note from the Notes 
Payable account to an account payable with the payee. 
Therefore, we will make no entry to show that we have 
dishonored the note. 

If the note beam interest and we do not pay it, we should 
make an entrj'^ to record the interest expense and the lia- 
bility for the interest. Thus, if our note to Weaver bears 
interest and we make no payment at maturity, we should 
make the followng entry’’: 

Interest Expense 23 00 

Accrued Interest Payable 25.00 

Interest accrued at for GO days on note payable to 
George IVcavcr, due today. 


(D) Entries if note is partially paid: 

If, at the maturity of our note payable, we pay’’ a portion 
thereof, our only entry' will be for the amount of the 
paynient. 

(1) Assume that the note to Weaver does not bear interest, 
and that we make a partial payment of ?1, 200.00 at 
maturity; 


Nofes P.avable 1,200 00 

Cash 1,200 00 

Partial pa_\ tnent to George Weaxer on note due to- 
day. 

(2) Assume that the note to Weaver bears G% interest, and 
that we make a partial payment of $1,200.00 at 
maturity'. Since Weaver ’will presumably regard 
$25.00 as pay'ment of interest, and will regard the re- 
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mamder as a payment on the pnncipal, our entry 
will be 

laterest Expense 25 00 

Notes Payable 1 175 qO 

Cash 1,200 00 

Pa3aiient of portion of pnncipal of note to George 
Weaver, due today, and interest 

(E) Entries for a renewed note 

At the maturity of our note payable, we may give a new 
note for the full amount, or we may make a partial pay- 
ment and give a new note for the balance 

(1) Assume that the Weaver note does not bear interest, 

and that, at maturity, we give him a new note due in 
60 days for the amount of the old note Our entry 
will be 

Notes Payable 2 500 00 

Notes Paj able 2 500 00 

Issuance of a new CO day note to ticorge Weaver for 
face of CO-day note due today 

(2) Assume that the Weaver note bears 6% interest, and 

that, at maturity, we pay him the interest on the note 
and $1 000 00 on the principal, and give him a new 
60-day, 6% note for the balance 

Notes Payable 1 000 00 

Interest Expense 2o 00 

Cash 1 02o 00 

Payment of portion of note due today and total 
interest 

Notes Payable 1 600 00 

Notes Payable 1500 00 

Issuance of a new 60-day 6% note to George W eaver 
for unpaid portion of note due today 

Discounting a note payable. When a note payable is issued to a 
bank for a loan, the note usually does not bear interest, but the 
interest is deducted in advance For instance, assume that we give 
a bank a 60 day note for $1,000 00, and that the bank charges dis 
count at 6% The discount is $10 00, and we will receive the pro- 
ceeds of $990 00 

Entry at time of discounting note 


Interest Expense 
Notes Payable 

Note due in 60 days discounted at bank 


1000 00 
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Entry for 'payment of note: 

Notes Payable 1,000.00 

Ca-sh 1,000.00 

Payment of note to bank. 

Interest in the profit and loss statement. Interest income and 
interest expense are shown at the bottom of the profit and loss 
statement; thus: 

Net Profit from Operations $13,215.07 

Add Other Income: 

Discount on Purchases $923.36 

Interest Income 72,51 

Total Other Income 99.5.90 

Net Profit on Operations and Other Income $14,211.57 

Deduct Other Expenses: 

Discount on Sales . ■ • • $672.94 

Interest Expense 210.53 

Total Other Expenses 892.47 

Net Income $13,319.10 



CHAPTER 8 

Books o^ Orisinal Entry 

Saving and division of labor The journal is called a look of 
original entry because transactions are recorded in it before they are 
recorded in the ledger The ledger is called a book of final entry 

Accountants have given a great deal of thought to the develop- 
ment of accounting records which reduce the labor of recording 
transactions, and which permit a division of labor m large businesses 
where one bookkeeper cannot do all the work In this and the two 
following chapters, some of these labor saving and labor dividing 
records will be described In this chapter we shall describe colum- 
nar journals and specialiaed books of onginal entry 

Columnar Journals 

Special columns to reduce posthigs One of the simplest labor- 
saving devices is a journal m which special columns are provided for 
accounts frequently debited and credited Such a journal is illus- 
trated on page 91 Observe that posting labor is saved because the 
mdividual entries in the special columns are not posted, only the 
totals of these columns are posted, as indicated by the ledger page 
numbers at the bottom of the columns The only items indmdually 
posted are those for which special columns are not pro'vaded 

Observe, also, the use of check marks Check marks appear m 
the L P. column beside the names of accounts for which special 
columns are provided, these check marks indicate that the indi- 
vidual entnes are not posted Check marks also appear at the 
bottom of the Sundry columns to indicate that the totals of these 
columns are not posted because the individual entnes have been 
posted 

Eliminating writmg of account names. The journal on page 92 
illustrates another labor saving device If a special column is pro- 
vided for an account, the name of that account need not be written 
in the journal entry For instance, the first entry records a debit 
to Cash and a credit to Capital Stock, but since the debit to Cash 
IS indicated by wntmg the amount m the Cash debit column, it is 
not necessary also to write “Cash” in the “Accounts Debited” 
section Look at each journal entry on page 92 and determme the 
accounts debited and credited 
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Journal 


91 


itc L.F.i 


V 

10 


V 

31 


Drnixa 


Credits 


Cash 

Capital Stock. . . 
Issuance of stock. 

Purchases 

Wilson <k Co. . 
Pure liasc o a accoun t. 


9' %/ j Purchases . 


13 


IS 


122 




21 

V 


V 

V 


31 

V 


; 26 ’ V 
21 


30 


17 

V 


Cash. 

Cash purchase. 

John Pierce 

Sates 

Sale on account. 


Cash 1 

j chases 


10,000 


Cash 

Sales 

Cash sale. 

Wilson 3: Co 

Ca«h 

Payment of account.; 


Cash 

John Pierce 

Collection of ac- 
count. 


Expense 

Cash 

Payment of c.xpcnse. 


300 


, 00 ' 


I 

• 3 , 000 ’ 

I 

! 


11 , 000 , 


00 


Sundta-j Cash 


S.a!es ! Sundry 


500 


oo; 


00 


00 


13,000 


500 


1 1,000 


00 


50 , 


00 , 

i 

I 

i 

J 

I 

oo! 


.• 3 , 000 , 


500 , 


300 ; 


1 10,000 


3,000 


00 


00 


50 , 00 , 
! ' 


oo: 


00 


00 


,00 


500 


00 


lO.SOO^OtX 1.000 TO 3 . 553 oO 4.050 00 ^ TO 13 , 500,00 

(1) (Ilf (n-O U) TiV) (x7) 


SpeciaKzed Books of Original Entry 

Division of labor. The columnar journal on page 92 saves labor 
in two ways; some account names need not be written, and column 
totals can bo posted. But it docs not proxide for a ditosion of labor. 
The specialized books of original entry described in the remainder 
of tins chapter provide the labor-saying advantages of the columnar 
journal on page 92, and also proride for a division of labor. Since 
several books of original entrj' are used, several bookkeepers can be 
employed. 

Books to be illustrated. The special boote to be used in any 
business will depend upon the nature of its operations, and upon 
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whether transactions of a particular kind occur often enough to 
warrant having a special book of original entry in which to record 
them. The books to be illustrated in this chapter are; 

Sales book. 

Returned sales and allowances book. 

Purchase book. 

Returned purchases and allowances book. 

Cash receipts book. 

Cash disbursements book. 

These books are sometimes called the sales journal, the returned 
sales and allowances journal, and so forth. Since some transactioas 
cannot be recorded in the special books of original entrj', it is neces- 
sary also to have a jom-nal such as the one illustrated in pre%-ious 
chapters in which to record these transactions; this book ma}'- be 
called the general journal or merely the journal. 

If a transaction is recorded in one of the specialized books of 
original entiy, it is not recorded also in the general journal; only 
those transactions which cannot be recorded in a specialized book of 
original entry are recorded in the general journal. 

Sales book. A sales book is illustrated below. 


Sales Book (Page 1) 


Date 


Name of Customer 

Invoice 

Xo. 

Amount 

19— 

June 

1 

3 

J. R, Walton 

1 

1 

1,200,00 


3 

4 

F. B. White . 

2 

coo;oo 


4 

3 

J. R. Walton 

3 

500,00 


5 

4 

F. B. Wliite . . 

4 

400,00 


03 

o 

C. E. Magee. . . 

5 

4S0,00 


15 

3 

J. R. Will ton 

0 

300 00 


20 

6 

D. E B.iilev . 

7 ; 

soo’oo 


25 

o 

C. E. Mngee 


400,00 


30 

6 

D. E. Bailey. . 


200 00 


30 

31 

Sales — credit 

s 

1,470 00 


The entries in tliis sales book contain nine debits to customers’ 
accounts; these debits were posted to the customers’ accounts, as 
indicated by the numbers in the L.F. column. At the end of the 
month, the entries in the s.ales book were footed, and the total was 
posted in one amount to the credit of the Sales account on page 31 of 
the ledger. 

The sales book need not contain any detailed information about 
the kinds of goods sold. A numbered invoice is given to the cus- 
tomer, and a carbon copy thereof is retained and filed. The sales 
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book shows the niunber of tlus invoice. Information about the 
kinds of merchandise sold can be obtained by referring to the filed 
duphcate of the invoice indicated by the number. 

The sales book has the foUowing advantages; 

Saving of labor: 

In recording transactions — ^Each entry records a debit to 
a customer and a credit to Sales; but the credit to Sales 
need not be written, it is implied because the entry is 
made m the sales book. 

In posting— Instead of posting the amount of each sale 
separately to the Sales account, the bookkeeper posts the 
total of all the entries. 

Division of labor* 

One bookkeeper can be engaged in recording sales while 
other bookkeepers are recording other kinds of transac- 
tions. 

The other special books of original entry discussed in this chapter 
have the same advantages. 

Returned sales and allowances book. The first entry in the 
following returned sales and allowances book is equivalent to the 
following journal entry. 

June Returaed Sdes atid Allowaoces 50 00 

F B Wlute 50 00 

For credit memo 1 


Returned Sales and Allowances Book (Page 1) 


Date 

LF 

Name 

Credit 

Memo 

No 

Amount 

19— 

n 







6 

4 

F B Wlute 

1 

50 

00 

.Timpj 

1« 

3 

J R Walton 

2 

25 

00 


30 

6 

D E Bailey 

3 

15. 

00 


30] 

32 

iRetumed Sales and ABowanccs — debit . 


9D, 

DO 


The numbers in the L P. column indicate that the three credits 
to customers were posted to their accounts, and that the column 
total was posted to the debit of the Returned Sales and Allowances 
account. 

Purchase book. Savings in joumalizmg and posting can be 
effected by using a special book of onginal entry for recording pur- 
chases on account. The entries in the purchase book on page 95 are 
eqmvalent to seven journal entries debitmg the Purchases account 
and crediting the parties from whom the merchandise was purchased. 
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Purchase Book (Page 1) 


D.ate 

f 

L.F. 

Xaitie 

Date of 
Creditor’s 
Invoice 

Amount 

19— 

June 

4 

11 

Brown & Green 

June 1 

1,500^00 

soo'oo 



12 

Dalton (t Companv 

2 


s 

11 

Brown & Green 

4 

I, GOO '00 


IS 

12 

Dalton it Compan 3 -. ... .... 

10 

2,00oio0 



13 

E. R. Walker 

n 

bs-io'oo 


24! 

11 

Brorni ct Green ... 

O'") 

1,750'00 


30 

14 

0. L. Bates. . . . 

27 

750|00 


30] 41 

Purchases — debit 

9,7.50 00 


The credits to the creditors’ accounts were posted indi%'idually; 
the total was posted at the end of the month to the debit of the 
Purchases account, ledger page 41. 

Returned purchases and allowances book. The entries in this 
book record debits to three creditors’ accoimts for returns of, or 
allowances for, unsatisfactory* merchandise. The total was posted 
to the credit of Returned Purchases and Allowances, 


Returned Purchases and Allowances Book (Page 1) 



Name 

Evplanation 

.Vmouut 

19— 

June 

1 

10; 11 

Brown & Green. 

Their cr. memo 75 

ioo|oo 


17 13 

E.R. Walker... 

Their cr. memo 139 

50 00 


30! 14 

0. L. Bates .... 

See our letter 6/30 

150 00 


30] 42 

Returned Purcliasca and .VI 

lo wanccs — credi t 

300:00 


Cash receipts book. The following transactions are recorded in 
the illustrative cash receipts book on page 96; 

June 1 — Issued capital stock for cash, $15,000.00. 

S — Sold merchandise for cash, .$2,000.00. 

12 — Collected $100.00 from J. R. Walton on account. 

IS — Sold merchandise for cash, $1,200.00. 

20 — Collected $350.00 from F. B. lYlntc on account. 

22 — Collected note receivable, $1,200.00, and interest, $4.00, from 
J. R. Walton. 

2S — Collected $200.00 from C. E. Magee. 

30 — Sold merchandise for cash, $500.00. 

Each of the entries in the cash receipts book records a receipt of 
cash. The debit to Cash was not written in each entn.% but was 
implied from the fact that the entry* was made in the cash receipts 
record. The total debit to Cash, shown by* the footing of the book, 
was posted in one amount to the Cash account. The credits to the 
various accounts were posted individually*. 
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Cash Receipts Book (Page 1) 


Date 

P 

Account Credited 

Explanation 

Amount 

19— 

June 

1 

20 

Capital Stock 

Investment 

15 OOojoO 


8 

31 

Sales 

Cash sale 

2 0O0j00 


12 

3 

J R Walton 

On account 

100 00 


18 

31 

Sales 

Cash sale 

120o!oO 


2C 

4 

F B White 

On account 

350100 


22 

7 

Notes Receivable 

J it. Walton 

1 20000 


22 

So 

Interest Income 

On above note 

400 


28 

5 

G E Magee 

On account 

200|00 


30 

31 

Sales 

Cash sale 

5OOj00 


,30 

1 

Cash— debit 


20 554 I 00 


Cash disbursements book The following transactions were re- 
corded in the illustrative cash disbursements book 
June 5 — Purchased merchandise for cash $10 000 00 
12 — Paid Brown &. Green $1,000 00 on account 
15 — Paid store rent, 5250 00 
22 — Purchased merchandise for cash $300 00 

24— Paid Dalton i Company $2 000 00 to settlement of their invoice 

of June 10 

25 — Paid Brown S. Green for note payable $1,500 00, and interest, 

$5 00 

80— Paid wages, $150 00 
Paid dividends $500 00 


Cash Disbursements Book (Page 1) 


Date [ 

LF' 

Account Debited 

Explanation 

j Amount 

19—! 

June 

5 

41 

Purchases 

Cash purchase 

1 

10 000 

00 


12 

11 

Brown & Green 

On account 

1000 

00 


15 

53 

Rent 

For month 

250 

00 


22 

41 

Purchases 

Cash purchase 

300 

00 


24 

12 

Dalton A Company 

Inv June 10 

2 000'00 


25 

15 

Notes Payable 

Brown &. Green 

1 500,00 


2o 

56 

Interest Expense 

On above note 

5 I 0 O 


30 

54 

Wages 

For month 

15000 


30 

61 

Dividends 

1 To stockholders 

soojoo 


30 

1 

Cash — credit 


15 705 loo 


Each of the entnes in the cash disbursements book records a 
cash payment The credits to Cash were not written, wo know that 
Cash IS credited because the entnes appear in the cash disburse- 
ments book The total of the book wras posted to the credit of the 
Cash account in one amount The name of the account debited 
was wntten in each entry, and these debits were posted individually 
Cash hook entnes for notes and mterest Observe the entnes 
in the preceding cash books recording the collection of a note and 
interest, and the payment of a note and interest 
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When cash books in the form illustrated in this chapter are used, 
two entnes are required, they nia> be made as follows 


Cash Receipts Book 


Date {L F ' 

Account Credited j 

Explanation 

j Amount 

Jimel 4] 15 

J\otes Payable j 


! 5 00000 


Cash Dis huis ements Book 


Date 

LF 

Account Debited I 

Explanation 

1 Amount 

Juael 4 


Interest Expense 1 

1 Ofl discounted note 

I 2o00 


The entries m the two cash books record debits and credits 
equi\ alent to those shown in the journal entry on page 97 

The S3,000 00 debit to Cash (m the cash receipts book) minus 
the credit to Cash m the cash disbursements book, makes a 
net debit of §4,975 00 to Cash 

Interest Elxpense is debited $25 00 m the cash disbursements 
book. 

Notes Paj able is credited $5,000 00 m the cash receipts book. 

Although this procedure produces the proper credit to Notes 
Payable, the proper debit to Interest Expense, and a correct net 
debit of $4,975 00 to Cash, it is subject to the criticism that an entry 
IS made m the cash (hsbursements book although no disbursement 
was made For this reason, some accountants prefer to make a red 
ink enti 3 m the ea«h receipts book for the amount of the discount, 
as m the following illustration 


Cub Receipts Book 


Date 

LF 

Account Credited 

Explanation 

Amount 

June] 4 

u 

lo 

o6 

Notes PajabJe 

Irutrett Erpmae 

Discounted at bank 
OndiiOounUd note 

5 000,00 

sJpo 


The r«^”^®“^pTesented b> itahcs) indicates that the Interest 
Expense ac^^^is to be debited and that the $25 00 is to be de- 
ducted when c ^jputing the total of the monej column 

The joumaL All transactions which cannot be recorded in the 
special books of original entrj are recorded m the journal WTien 
special books of ongmal entrj are kept for sales, purchases, returns 
and allowances, and cash, few entnes appear in the journal 

The following transactions are recorded m the journal on page 99 

June 1 — Capital stock was issued for merchandise $5 000 00 

2— A 20-day, 6% note for $1,200 00 was recen ed from J Ik Walton 
for the m^ oice of June 1 
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4 — 30-daj', G% note for $600.00 was received from F. B. Wliite for 
the invoice of June 3. 

5 — Gave Brown & Green a 20-day, 6% note for the purchase of June 4 

$1,500.00. 

S — Issued a 30-day, non-interest note to Dalton & Company, $300.00, 
for goods purchased Jime 5. 


Joamal (Page 1) 


10— 

] 



i 

i 

1 


June 

li 

Inventorj- .... 

S 

' 5,000 

.00' 



j 

Capital Stock , . 

20 

i 



00 



Issuance of capital stock for merchandise. 




1 5,000 


j 

i 

2 

Notes Receivable 

7 

1,200 

00 





J, R. Walton 

3 



1.200, 

00 



Note due in 20 daj-s, at 6ft-. for invoice of June 1. 

i 

1 





4' 

Notes Receivable 

7 

600 

00 




1 

F. B. White . i 

■ 4 



600 

00 


1 

Note due in 30 daj-s, at crt, for invoice of June 3. 

i 

1 






1 

5 

Brown & Green 

11 

1,500 






Notes Payable 

15 


1 

1,500 

00 



Note duo in 20 daj-s, at 6ft. for purchase received j 







J 

June 4. 



1 





Dalton 4: Companv 

12 

300 

00! 





Notes Pavable . 

15| 


j 

‘ 300 

00 



Note -without interest, due in 30 daj-s, for invoice re- 







ceived June 5. 

I 


1 



References to books of original entry. TVben several books of 
original entry are used, the ledger account.s must indicate the books 
from which the entries were posted. Thus, in the following ac- 
counts ; 


CRl 

GDI 

SI 

PI 

RSI 

RPl 

J1 


means cash receipts book, page 1. 

“ cash disbursements book, page 1. 

“ sales book, page 1. 

“ purchase hook, page 1. 

“ returned sales and allowances book, page 1. 

" returned purchases and allowances book, page 1. 
'• journal, page 1. 


You should trace all the postings from the foregoing books of 
original entry to the following ledger accounts, beginning -tt-ith the 
first entrj’ in the sales book and continuing to the last entiw* in the 
journal. 


Cash 


(Page 1) 


i 

June, 30, 


4.SI9 00 


i jto-l j 
ICRll eO,5Sr,OOJuno so] 


;CDi; 15,705,00 
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J. IL Wahoa (Page 3) 


19— 




1 |1»— < 

1 

1 

j 

June 

1 


SI 

1,200 (XMune 

2! 

■'i 

1,200 00 


4 


SI 

^oo] 

I2I 

ORlf 

100 00 




SI 

sooociq 

161 

RSI 

25 00 





soolod 

I 

1 

12s 00 



C E Magee (Page 6) 


iM 

10 


SI 

SI 

480 

119- 

OOUune 

2S 


CRl 

20ojoO 

1 



8<0 





1 1 





D 

E Bailey 


(Pago 6) 

19— 

June 




119- 



RSI 

15 

00 

po 

1 ATS 00 

SI 

290 

too 


i 






Notes Receivable (Page 7) 


19— 

I ' 

1 1 

I9H 



1 1 


2! J R. Wftltoo 

I 


22 

J R Walton 

CRls 1,20000 


I 20 da 1 

J1 h i.2oo!oc 

Jun^ 



1 1 


4lF B White30da| 

Ji |b mm 




E 1 


Inventory (Page 8) 

jy ll 1 J1 1 5,0<lo|oo| II III 


Brown & Green (Page 11) 



I 



119- 





r 


5! 

ji 

1,500 

Oojjune 

4 



1,500 

52 



RPl 

too 

OM 

8 


PI 

1 600 

TO 




1.000 

oo| 

21 

S 2S0 00 

1 

1,76000 




L.IOO 




1 





E R. Walker (Page 13) 

H soUiyiJ ■ “ It’ll i.85oioo 
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O. L. Bates 

ENTRY 

101 

(Page 14) 

19-| 1 

i < 1 — 1 ’ 


! I ! 

JunejSO] 

iRPlj loOlOOiJunelSO; 

GOO. 00 

1 PI t 750,00 


Notes Payable 


(Page 15) 


19— j 1 

i 

\ Broem & Green 

1 

I i i 

119—1 

oj Brown & Green 

! 


June 25, 

GDIS 

lb 1,500,03 June 


1 


i 

1 

i 

1 

20 da. 

J1 [b 

1 

1,500 00 






Si Dalton & Co. 



1 



j 30 da. 

ji ic 

3oo;oo 


Capital Stock 


(Page 20) 
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Interest Expense \ (Page 66) 

loDl] stool I 1 II 1 

Dmdends (Page 61) 

|oDl| SOoU II III 


Trial balance. The following trial balance was taken from the 
ledger. The numbers at the left are account page numbers. 
Showing them is optional. 


THE GOOD MERCHANDISE COMPANY 
Tnel Balance 


Jane 30, 19 — 

1 Cash 

SIR Walton 

5 C E Magee 

6 D E Bailey 

7 Notes Receivable 

8 Inventory (June 1) 

11 Brown & Green 

13 £ R Walker 

14 0 L Bates 

15 Notes Payable 
20 Capital Stock 

31 Sales 

32 Returned Sales and Allowances 

41 Purchases 

42 Returned Purchases and Allowances 

53 Rent 

54 Wages 

65 Interest Income 
56 Interest Expense 
61 Dividends 


4.849 00 
675 00 
680 00 
575 00 
600 00 
5,000 00 


90 00 
20,050 00 

250 00 
150 00 

SOO 
500 00 


2,25000 
1,800 00 
600 00 
300 00 
20,000 00 
8,170 00 


33 424 00 33,424 00 


Miscellaneous matters. In a large business, several pages of 
each book of original entry may be reqmred to record the transac- 
tions of one month If the total of a book of original entry is to be 
posted at the end of the month, column totals should be forwarded 
from page to page. The following illustration indicates the method, 
forwardings are made in the other books of original entry in the 
same manner: 


Sales Book (Page 1) 


Date 

LF 

Name | 

Invoice 

No 

Amount 

19— 

1 

7 

Horace Eently 

1 

75o[o0 



1 

(Other entnes not detailed) 

Forward 


7,960100 




Ch.s] BOOKS OF ORIGINAL ENTRY 103 

Sales Book (Page 2) 


ggllllllllllllfllfllll^^ 


19- I 1 1 

I Total brought forward j 7,9C0 00 

Juno 12 ] 9 C. D. Williamson 20 ] 325,00 


It is, of course, unnecessary to foot the columns of the journal 
and forward the column totals; these column totals are not posted. 
(How'ever, some bookkeepers do forward column totals of the 
journal, merely for the purpose of assuring themselves that the total 
debits and total credits for the month are equal.) 

The totals of the sales book, returned sales and allowances book, 
purchase book, returned purchases and allowances book, cash re- 
ceipts book, and cash disbursements book usually are not posted 
until the end of the month. But the individual entries in these 
books and in the journal should be posted as soon as possible after 
they are made. Good bookkeepere usually try not to let the posting 
work get more than one day behind. 

It is very important to have the year appear at the head of each 
date column. This is sometimes forgotten, and difficulties may 
arise in the future in determining the year in which the transaction 
occurred. 





CHAPTER 9 

Special Columns in the Cash Books 

Purposes of special columns The cash books illustrated m the 
preceding chapter were of the most simple form Special columns 
may be added to the cash books to serve the following general 
purposes 

(1) To reduce the postings to accounts frequently credited m the 

cash receipts book, or frequently debited m the cash dis 
bursements book 

(2) To facilitate the recordmg of transactions which involve 

more than a single debit and credit (These columns also 
reduce postings, since the column totals can be posted ) 

Special columns serving these purposes are illustrated m the 
remainder of this chapter 

Columns m the Cash Keceipts Book 
For Accounts Frequently Credited 

Sales If cash sales are made frequently, it will be advantageous 
to provide a special credit column in the cash receipts book for 
Sales Observe that the following cash receipts book has two 
credit columns 


One for credits to Sales 

One for credits to all other accounts 


Cash Receipts Book 



■ 



Credits 


Date 

Account Credited 

ExplsnatioD 

Sundry 


Cash 





L F 

Amount 


1&— 

July 

1 

6 

19 

26 

Capital Stock 

Sales 

Sales 

Sales 

Issued 

Cash sale 

Cash sale 

Cash sale 

27 

10 000 

B 

■ 

■ 


The credit to Capital Stock has been posted to page 27 of the 
ledger, the credits to Sales and the debits to Cash will be included 

m the column totals posted to these accounts at the end of the 

month 
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riruio ^ , *i 

inU\U posted at tlu! end of Iho month. 
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m an amount computed as follows 
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Colunina in (Im CkrIi DtsburncmcntR Hook 
For Accouutn Frcqiiciiily DckUcil 
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Invoice, .June 




Posting from the columnar cash disbursements book. The following cash disbursements book con- 
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o 

c3 
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CJ 
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cc 

c; 


0 

c? 


2 
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Cross-footing columnar tooks of original entry Before postmg 
column totals of any book of ongmal entry containmg debit and 
credit columns you should always be sure that the sum of the debit 
column totals agrees with the sum of the credit column totals, by a 
computation (which may be made on scratch paper) similar to the 
following proof of the equality of the debits and credits in the cash 
disbursements book on page 115. 

Debits CrediU 

500 00 S 10 00 

1 780 00 4 329 85 

42 70 
965 

7 50 

S4 339 85 84 339 85 


Determimng the equahty of the debit and credit totals of 
columnar books of original entry should never be omitted if they 
are not in balance the tnal balance will not balance, and a great 
amount of work may have to be done before the error is located 
Special columns to be used You should understand that the 
special columns shown in this chapter are purely illustrative The 
special columns to be used m the cash books of a business will de- 
pend on the nature of the business and the frequency of certam types 
of cash transactions 



CHAPTER 10 

Controlling Accounts 

Division of labor. If a business is so large that one bookkeeper 
cannot make all the postings, the ledger may be di\'ided into sections 
so that two or more bookkeepers can do the postings. This fre- 
quently is accomplished by; 

Keeping all accounts with customers in a separate ledger called 
an accounts receivable ledger; and 

Keeping all accounts with trade creditors in a separate ledger 
called an accounts payable ledger. 

When this is done, the accounts receivable ledger and the ac- 
coxmts payable ledger are called subsidiary ledgers, and the ledger 
containing the remaining accounts is called the general ledger. 

Postings to the subsidiarj' ledgers usuall3' are made bj' assistant 
bookkeepers; postings to the general ledger usuallj’- are made bj’- 
the head bookkeeper. 

Controlling accounts. Wlien the two subsidiarj' ledgers men- 
tioned above are used, it is customar}* to keep the two following 
accounts in the general ledger: 

Accounts Receivable — the balance of this account shows the 
total amount receivable from all customers. 

Accounts Payable — the balance of this account shows the 
total amount paj'able to all trade creditors. 

You maj' think that posting to the subsidian,* ledgers and also 
to the controlling accounts involves a great deal of duplicate work. 
However, this is not the case. The books of original entrj* are pro- 
vided with special columns for the controlling accounts; the as- 
sistant bookkeepers post the individual entries in these columns to 
the accoimts in the subsidiarj' ledgers; the head bookkeeper posts 
the column totals to the controlling accounts in the general ledger. 

The controlling accounts are so called because thej' enable the 
head bookkeeper to test the accuraev' of the work of his assistants. 
The head bookkeeper exercises tliis control b}' seeing that the sub- 
sidiarv' ledgers are in agreement with their controls; that is, bj* 
seeing that : 

The sum of the balances in the accounts receivable ledger is 
equal to the balance of the Accounts Receivable controlhng 
accoimt; and that 
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Tlie fium of the balances in the accounts paj able ledger is equal 
to the balance of the Accounts Pa> able controlling account. 

Controlling accounts help in locating errors Without con- 
trolling accounts, it would be neccfr^ary to take a combined trial 
balance of the general ledger and the subsidiary ledgers If it did 
not balance, all the bookkeepers would have to check their postings 
in a search for errors With controlling accounts, the three ledgers 
can be pro% ed separately, as follows 

General ledger — by taking a trial balance 

Subsidiary ledgers — by seeing tliat they are in agreement with 
their related controlling accounts 

Subsidiary ledger rulings The ledger form most frequently 
used for 2>ej>onal accounts in the two eubsidiaiy ledgers is provided 
with a column to fhow the balance after each transaction Two 
illustrations are gi\ en liclow Hudson’s account is m the accounts 
receivable ledger, Murphy's account is m the accounts payable 
ledger. The purpose of each column may be indicated in a box 
heading, as in tfie first illustration or the box headings may be 
omitted, as m the second illustration. 


C E I{u4s9n 


PsU. 1 Ije; 

Fol. 

Dcl^it 

Credit 

Balance 

VJ- 

I 


1 

1 

1 

Juf 1» 

2 

SI 

600 OC 

j 

COO 00 


ill 

cat 


600,00 

1 — 


10 

SI 

76o!00 

1 

760'o3 


23 

ns> 

[ 

3500 

725,00 


2S| 

cm 

I 

725,03 


Jul/ 

6l 

SJ 

49j'ool 

1 

iOoOO 



If a balance appears m an account in the accounts receivable 
ledger, it is assumed to be a debit balance , if an account should have 
a credit balance, this fact may be indicated by wnting "Cr " after 
the amount of the balance Similarly, an account in the accounts 
payable subsidiary ledger is aeswned to have a credit balance, a 
debit balance may be indicated by wntmg *‘Dr.” after the balance 
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If the balance in an account is composed of unsettled balances 
from more than one invoice, the bookkeeper may use letters to aid 
him in determining the elements of the account balance. The pro- 
cedure is illustrated below; 


, B. R. Riley 


13 

( 

Sin 

RSI 

1 ^ 
29500 


16 


ia 

15 

19 

SI b 

300 00- 


24| 

Slic 

179 

OOi 


26 

RSlS 


fc 

13 

28] 

CRlf 


[b 

3oo; 


i 

295*00 
2S0'00 
5S0 00 
7.5900 
7-1 GOO 
•34o;oo 


Tlie .$446.00 balance in the account consists of the follonong 
elements : 


Invoice, November 13 $295.00 

Less credit on November IG 15.00 $280.00 

Invoice, November 24 $179.00 

Less credit on November 2G ... 13.00 1C6.00 

Total $446,00 


Illustration. The procedure of posting to the three ledgers and 
determining that thej' are in balance is illustrated on the following 
pages. You should trace all the postings from the various books of 
original entiy, on pages 120 to 125, to the thi-ee ledgers, which 
appear on the pages indicated below; 

General ledger, (126, 127) 

Accounts rcceh'able ledger, (127, 12S) 

Accounts paj^able ledger. (12S) 

Sales book. Folloving is the illustrative sales book. 


Sales Book (Page 1) 


j 

Date |\/ 

Name 

Invoice i 
No. j 

■Wount 

I9~ 

1 


3 

J 

.\Iav 

~w> 

R. E. Wc-st .... 

1 ; 

800 00 


7i\''i 

G. 0. Davis 

1 2 { 

450 00 



S. E. Batc-s . ... 

i 3 i 

600 00 


1$%/ 

R. E. Wc5t 

i i 

Soojoo 


23 V 

G. 0. Davis 

i 5 1 

280,00 


30k/ 

R. E. lYcst 

c 1 

300,00 




L 

3,280 00 


(2) (7) 


During the month, the indi5'idual entries were posted to the 
debit of the customers' accounts in the subsidiary' accounts 
receivable ledger. The accounts in the subsidiarj' ledger 
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usually are arranged m alphabetical order and are not num- 
bered Since there are no subsidiary ledger page numbers, 
the subsidiary ledger bookkeeper indicates that postings 
have been made by entering check marks in a V column m 
the books of original entry 

At the end of the month, the column total was posted 

To the debit of Accounts Receivable controUing account — 
page 2 of the general ledger 

To the credit of Sales account — page 7 of the general 
ledger 

Returned sales and allowances book Following is the returned 
sales and allowances book 


Keturaed Sales and Allowances Book (Page 1) 


Date 

1 

Name 

Credit 

Memo 

No 

Amount 

19— 

^Ia7 

S 

14 

2S 

V 

V 
v' 

R. E West 

S E Bates 

G 0 Dana 

1 

2 

3 

4000 
60 00 
25:00 






MEESi 


(8) (2) 


During the month, the individual entries were posted to the 
credit of the customer® accounts w the subsidiary accounts 
receivable ledger 

At the end of the month, the column total was posted 

To the debit of Returned Sales and Allowances account — 
page 8 of the general ledger 

To the credit of Accounts Receivable controlling account — 
page 2 of the general ledger 
Purchase book Following is the purchase book 


Pnrebase Book (Page 1) 


Date I 

V 

Name 

Invoice/. 

Date [Amount 

19—1 





1 I 

Max 

1 


Price and Holmes 


ll 2 000100 


S 

V 

Hendersons Inc 


rI 3 SOOlOO 


13 

V 

Osborne Company 


lol 2 eooloo 


18, 


Price and Holmes i 


1^ 65000 


24 


Henderson s Inc 


23] I 300|00 



1 



|l0 050^00 


(9) (4) 
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During the month, the indi\'idual entries vrere posted to the 
credit of the creditors’ accounts in the subsidiarj* accounts 
payable ledger. 

At the end of the month, the column total v.'as posted: 

To the debit of the Purchases account — page 9 of the general 
ledger. 

To the credit of the Accounts Payable controlling account — 
page 4 of the general ledger. 

Returned purchases and allowances book. Following is the 
returned purchases and allowances book. 


Returned Purchases and Allowances Book (Page 1) 


Date . \/ 

Name 

1 

» 

Explanation 

j Amount 


51V 

‘11 

1 

Price and Iloltnes. . 

Osborne Company . . 

1 

' Their 
j Their 

1 

credit memo 4C 
letter ilay 17 

i 1 

I 150 00 
' 500‘00 

1 650 00 


(t) (10) 


During the month, the individual entries were posted to the 
debit of the creditors’ accounts in the accounts payable sub- 
sidiary* ledger. 

At the end of the month, the column totals were posted: 

To the debit of the Accounts Payable controlling account — 
page 4 of the general ledger. 

To the credit of the Returned Purchases and Allowances 
account — page 10 of the general ledger. 

Cash receipts book. The cosh receipts book on page 122 does 
not contain any of the special colunms illustrated in the preceding 
chapter except the Discount on Sales debit colunm. Other special 
columns illustrated in the preceding chapter have been eliminated 
to focus attention on the controlling account procedures. 

The cash receipts book contains two credit columns: 

General Ledger — ^in this column are entered the amounts of 
the credits to all accounts other than accounts receivable. 
Accounts Receivable — this column sei"ces two purposes: 

(1) The accounts receivable subsidiary ledger bookkeeper 

can easily find the items that arc to be posted to the 
accounts receivable subsidiary ledger. 

(2) The general ledger bookkeeper can post the total of the 

cofumn to the Accounts Receivable controlling ac- 
count. 
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Postings during the month: 

The head bookkeeper posted the entries in the General 
Ledger column to the credit of the accoimts named under 
"Account Credited.” 

The assistant bookkeeper posted the entries in the Accoimts 
Receivable column to the credit of the accounts named 
under “Account Credited.” 

Postings at the end of the month: 

The head bookkeeper posted column totals to accounts in 
the general ledger, as follows; 

Accounts Receii'able column — to the credit of the Ac- 
counts Receivable controlling account, page 2. 
Discount on Sales column — to the debit of the Discount 
on Sales account, page 13. 

Cash column — to the debit of the Cash account^ page 1. 

Cash disbursements book. The cash disbursements book on 
page 124 contains two debit columns: 

General Ledger — in this column are entered the amounts of 
the debits to ail accounts other than accounts payable. 

Accounts Payable — this column sen'es two purposes : 

(1) The accounts payable subsidiary' ledger bookkeeper can 

easily find the items that are to be posted to the ac- 
counts payable subsidiary ledger. 

(2) The general ledger bookkeeper can post the total of the 

column to the Accounts Payable controlling account. 

Postings during the month: 

The head bookkeeper posted the entries in the General 
Ledger column to the debit of the accounts named under 
“Account Debited.” 

The assistant bookkeeper posted the entries in the Accounts 
Payable column to the debit of the accounts named under 
“Account Debited.” 

Postings at the end of the month: 

The head bookkeeper posted column totals to accounts in 
the general ledger, as follows: 

Accounts Payable column — to the debit of the Accounts 
Payable controlling account, page 4. 

Discount on Purch.oses — to the credit of the Discount on 
Purchases account, page 14. 

Cash — to the credit of the Cash account, page 1. 
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Po'^ings from the journal were made &s fdhows 
During the month 

Entries in the Accounts Receu able columns were posted to 
accounts in the pubqdiarj accounts recenable ledger 
Entries in the Accounts Pajable col umns were ported to 
accounts in the Eub®idiar> accounts payable ledger 
Entnes in the General Ledger columns acre posted to ac 
counts in the general ledger 

4.t the end of the month, totals of the Accounts Ilecei%able 
and 4.ccounts Pai able columns were posted to the con 
trolling accounts — Accounts Kecenable on page 2, and 
Accounts Payable on page 4 

General ledger The general ledger accounts appear below 


Caeh t) 



(Page 8) 


Aceovats Receivable 





Discount on Purchases (Page 14) 



Accounts receivable ledger. -Vfter postings from tlic books of 
original entry are completed, the subsidiaiy accounts receivable 
ledger appears as follows: 


S, E. Bates 


la— 

May 

12 ] 1 

sd 

1 

(^00 oa' 

1 i 

ooojoo 


RSi; 

i i 

50 00, 

550 00 


15i 1 

Jl! 

i 1 

550|oo; 

i— 


G. O. Davis 


10-] 

i 1 

I 

-'1 1 i 

4.5000 I 

1 ' 450 00 

250 00 ' ' 1 

1 

1 

Ma>! 

i 

SI' 

4.50 00 

|l5^ 

CRT 

i 


123* 

sp 

2S0 00 



RSIi 

1 : 25 0-0^ 

255 00 
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R- E. W«st 


2 


SI 

800 

00 

1 

80000 

3 


RSI 



40 OC 

760 OC 



CRl 



26OIOC 

500, OC 

5 


JJ 



500 OC 

- 

16 


SI 

85C 

X 


850 OC 

21 


CRl 



850 OC 

1- 

30 


61 

300 

oo| 

1 

30000 


Accounts payable ledger. The subsidiary accounts payable 
ledger, after the corapietjon of the postings from the books of original 
entry, appears as follows 


Heoderson’s, Inc. 


19— 

1 


1 1 1 

I 


0 

PI 

1 1 3,500|00 

3,50000 


16 { 

CDl 

3,50000 

F 


2i\ ' 

PI 

1 1,300'001 

t,3oo'a 


Ocboroe Cofflpanj 


19— 

1 


1 1 

I ; 

1 

May 

13 

PI 


2.W00O 

2,«0,0( 


18 

RPl 

500 00 

I 

2,100 0( 


I9l 

CDl 

500,001 

1 1 

j.eooot 


Price sad Eclmei 


10- 

1 


■ 

— n — r 

1 

itay 

' 1 


PI 

2,00000 

2.0000 


, 5 


RPl 

150001 1 

lAOOOt 




ICDI 

850!oo^ 

1,000« 


7 


J1 

J,oooool 

P 


[18J 

1 PJ 

1 1 650;00 

cso'o 


Proving the ledgers, rollomng is the trial balance of the genera 
ledger: 


Ceaeral Ledger Trial Balance 
May 31, 19- 


Cash .. 15,749 00 

Aecounte KeceivaWe SJ3C0 

Receivable 550 00 

Accounts Payable 
Capital Stock 
Sales .... 

Betumod Sales and Allowances 11500 

Purchases 15,900 00 

Returned Purcliascs and Allowances 

Store Rent 300 OO 

Salesmen’s Salanes ^00 00 

Discount on Sales j3 qq 

Discount on Purchases 


3,550 00 
25,000 00 
4,330 00 


650 00 


62 00 


33 58200 33,682 00 



Cash DUburMtn«nt Book 
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the controlling account affected Great care should be exercised to 
see that items of this nature are posted to both ledgers, since failure 
to make both postings will throw the subsidiary ledger out of agree 
ment with its control 

Cash books with controllmg account columns and other special 
columns The cash books on pages 133 and 134 contain all the 
special columns shown m the illustrations in Chapter 9 and control 
ling account columns for Accounts Receivable and Accounts Payable 

Locatmg errors When subsidiary ledgers and controllmg ac- 
counts are used, it usually is possible to determine uhich ledger con 
tain» an error and which bookkeeper should be charged vtith the 
responsibility of locatmg it For example 

If the general ledger is in balance, and the accounts recei\ able 
schedule agrees with its control, but the accounts payable 
schedule does not agree with its control, an error is mdicated 
in the accounts payable ledger 

If the general ledger is m balance and the accounts payable 
schedule agrees with its control but the accounts receivable 
schedule does not agree with its control, an error is indicated 
m the accounts receivable ledger 

If the general ledger is not in balance, but the subsidiary ledgers 
are in agreement with their controls an error is indicated m 
the general ledger, and this error is presumabl> not in the 
controlling accounts 

If the general ledger is not in balance, and the subsidiary ledgers 
are not in agreement with their controls, it usually is advisable 
to look for errors m the general ledger first When these 
errors are found and the general ledger is m balance it 
may be found that the corrected balances in the controlling 
accounts will be m agreement with the subsidiary ledgers if 
not a search must be made for errors affecting the subsidiary 
ledgers 

Following IS an outhne of the procedures to be applied for the 
purpose of locatmg errors 

(A) When the general ledger trial balance does not balance, per 

form the following operations, in the order mdicated 

(1) Refoot the general ledger trial balance 

(2) Compare the balances shown by the tnal balance with 

those shown by the accounts in the general ledgei 

(3) Check the computation of the balances of the general 

ledger accounts (Continued on page 135 ) 
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(4) Check the postings to the general ledger. 

(5) Refoot the books of original entin.* which have only 

one column. 

(6) See whether the sum of the total? of the debit column- 

is equal to the sum of the totals of the credit col- 
umns of the columnar books of original entia*; if 
they me not in balance, refoot each column. If 
this does not disclose the error, see whether the 
deiiits and credits in each entrA* are equal. 

See whether any amoimts are entered in wrong col- 
umns of columnar books of original entry. 

(B) TVhen the general ledger is in balance but a subsidiary* ledger 
is out of agreement with its control: 

(1) Refoot the schedule of the subsidiary ledger. 

(2) See that the balances were carried correctly from the 

subsidiary ledger to the schedule. 

(3) Recompute the balance of each subsidiary' ledger 

account. 

(4) Check the postings to the subsidiary ledger. 



CHAPTER U 

Accrued and Deferred Items 


Income and expense applicable to a period. In the preceding 
chapters you have learned something about the preparation of the 
principal statements of a business: statement of profit and loss 

(or the statement of income and expense), showing the results of 
operations during a period; and the balance sheet, showing the 
financial condition of the business at the end of the period. You 
have also learned something about the mechanics of keeping account- 
ing records which furnish information required for the preparation 
of these statements. 

But accounting is something more than mechanics. The state- 
ment of profit and loss will not fairly reflect the results of operations 
during a period, and the balance sheet will not fairly reflect the fi- 
nancial condition at the end of the period, unless the records are 
kept in conformity with recognized principles of accounting. 

As an introduction to the principles of accounting, it may be said 
that neither the balance sheet nor the statement of profit and loss 
will bo correct unless income is allocated to the period in which it is 
earned, and unless expenses are allocated to the period in which 
they are incurred. 

This may seem to you to be so obvious a truism that it scarcely 
merits mentioning. But as you progress in the study of accounting 
you wiU learn that many matters m\ist be considered in answering 
the questions: When is income earned? When are expenses in- 
curred? 

In this chapter we are to consider one of these matterer the 
difference between the cash basis and the accrual basis of accoimting. 

The cash and accrual bases of accounting. On the cash basis of 
accounting, income is allocated to the period in which it is collected, 
and expenses are allocated to the period in which they are paid. 
For instance, assume that a man bought an apartment building on 
January 1, 1949 and that, during the year, he collected $15,000.00 
of rentals and paid $13,000.00 for expenses. On the cash basis of 
accounting he would compute his income, expense, and net income 
as follows: 

$15.000 00 
13,000 00 
$ 2,000 00 


Rental income collected 
Expenses paid 
Net income . . 
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But assume that he had made advance collections of S700.00 
from three tenimts for Januarv-. 19.30 rentals, and that he had not 
paid the janitor s vages for the last half of December, in the amount 
of bloO.OO. On the a,ccrual basis of accounting he vould compute 
his income, expenses, and net income for 1949 "as foilov,-s: 

EfnJ’aJ indorse: 

Ani'mnt eono-.'ted 515,0€’0.<X) 

Less ren!: eollocfed in advance, v.'h!ch. v.'ill not be 

earned ticdl 19.30 TOO.OT 

Rental income earned ? 14,300.00 

E-xpenscs: 

Amount paid ?I3, 000.00 

Add ianiturs v.'ancs for Iasi half of December, 

1040 l.~0.CO 

Enpens-es incurred 13,1,30.00 

Net income S 1.1.10.00 


It is obtious that the accrual basis of accounting reflects the 
income earned, the expenses incurred, and the net income more truly 
than the cash basis. 

The rent collected in advance b deferred income; there may abo 
be deferred c.xpeuses. The unpaid vages are an accrued expense; 
there may abo be accraed income. The accrual basb of accounting 
recognizes accrued income and e.xpensc and deferred income and 
expense. 

The remainder of thb chapter contains an explanation of the pro- 
cedures that ma.y be used to give proper recognition to accrued and 
deferred items; it shows abo that the balance sheet, as well as the 
profit and loss statement, will be incorrect unless proper recognition 
b given to them. 


Accrued Expense 

Nature of expense accruals. The word cfcruc, as used in ac- 
countmg. means to accumulate with the pas.sage of time. 

An ccm.'t'd cjrpcnsc b an expense which has accumulated v,-;th the 
passage of time and has not been paid. For example, assume thas a 
company employed am oSce clerk at ?00.00 per week — which is at 
the rate of ?10.00 per day: assume abo that the last pav-ment of 
waacs was made on December 2S; the accrued wages for the 29tb, 
30th. and 31st aunount to .?:50-00. 

The expenses frr.rrcd during a period bclude the ac-'wued ex- 
penses. Therefore, before the profit and loss st.atoment b prepared 
and the bcels' are closed at the end of any period, the bookkeeper 
sh-uild <’orsider whether there are any accrued expenses. If tliere 
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IS an accraed expense, the proper expense account should be debited 
In the preceding illustration, the Office Salaries account should be 
debited S30 00 

An accnied liability is a debt which has accumulated with the 
passage of tune If there is an accrued expense there always is an 
accompanying accrued habihtj Obnousli , the habihtj should be 
recorded as n ell as the expense In the preceding illustration, an 
Accrued Salaries Paj able account should be credited $30 00 

A journal entrj made at the end of a penod to record an accrued 
expense and an accrued habihtj is called an adjusting entry The 
adjustmg entrj for the accrued salary in the preceding illustration is 

Office Salaries 30 00 

Accrued Salanes Paj able 30 00 

To record the expense and habiLty for the accrued office 
ealary for the last three da^-s of December 

Adjustmg, closmg, and reversmg entries If an expense account 
IS affected bj an accrual the closing procedure at the end of the 
penod m^ohes three journal entnes 

(1) An odjxieUng entry to record the accrued expense and the 

accrued Uabihty 

(2) A closing entry transferrmg the adjusted balance of the ex 

pense account to Profit and Lo^s 

(3) A reversing en^ry The nature and purpose of this entry is 

explamed later 

Illustration Assume that the following account shows the total 
office salanes paid dunng 1948 


Office Salanes 



(1) Adjusting entry 

The ealarj accrual is $30 00 Before the books are closed 
the following adjusting journal entrj should be made 

Dec 31 Office Salanes 30 00 

Accrued Salanes Paj able 30 00 

To record the espease aad the liabahty for a&- 
enied salaries. 

After this entry is posted the two accounts* affected appear 
as shotm on page 139 

• The italics m each pa-r of ledger accounts intTcate the del ts aod the credits result 
mg from posting the iminediatdy preceding loumai entrv 
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Office Salaries 


lOlS 

i i 

1 Total paid 

^ i 1 

1 3,10000 


1 ! ^ 

Dec. 

[311 Accrued 

1 seifiol 

i 

! 1 1 


The balance in this account novr shows the total office sal- 
aries expense nicurrcd during the 3 'ear. 

Accrued Salaries Payable 


i * 

Ims, 

i ! j 

! [ t 

^Dec.^31^ Accrued 

i ; 


The balance in this account shows the accrued liabilitj' at the 
end of the year; it wiU appear on the liability side of the 
balance sheet. 

(2) Closing miry: 

The Office Salaries account is closed to Pro.'it and Loss by 
the following cntiy: 


Dec. 31 Profit .and Lri<:=; 3,130.00 

Office .S.ilarie^ 3,130.00 

To clo'C. 


After this entrj* is posted, the expense account and the lia- 
bilitj' account appear as follows: 


Office Salaries 


19 IS’ ! 


! 1 

- Total paid 

1 3,100 00 D'-c. 3! To P. dr L. 

1 , 3,130 00 

Dec. '31 .Accrued 

1 30 00 1 1 

•• ' 

1 \ 

■ 3,130 00' 1 1 

1 ■ .3,1.30 00 

Accrued Salaries Payable 

5 

1 i ^ 


i 

j j lncc..31] .Accrued 

, ] SO 00 


vSince this is a liabilitj* account, it is not affected bj* the 
closing cntrA'. 

(3) Reversing entry: 

After the books arc closed, the follo%%'ing reversing entry* 
should be made, under date of Janu.aiy* I. 1949: 


J.an. I — Aerrurei Sal'iricc P.ayablc .COfvr 

Office Salari'^ 30.00 


To reverse the adjusti.n^ entry. 
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After the reversing entry is posted, the expense and lia- 
bility accounts appear as foUows: 


Office Salaries 



The purpose of this reversing entri-^ can be explained by 
showing the expense account after it has been charged 
with a S70.00 salary payment made on January 4, 1949 
which included the $30.00 accrued on December 31. 



This account now has a debit balance of $40.00, representing 
the portion of the January 4 salary pajunent which is an 
expense of 1949. 


Accrued Income 

Nature of income accruals. Accrued income is income which ha-s 
accumulated ^\dth the passage of time and has not been collected. 
For example, assume that, on December 11, a company received a 
$6,000.00 note receivable due in 60 days and bearing 6% interest. 
The interest wdll not be collected until February 9, but it is earned 
at the rate of $1.00 a day. The income accrued on December 31 is 
$ 20 . 00 . 

The income earned during a period includes any accrued income. 
Therefore, before the profit and loss statement is prepared and the 
books are closed at the end of any period, the bookkeeper should 
consider whether there are any items of accrued income. If there 
is an accrued income, the proper income account should be credited. 
In the preceding illustration the Interest Income account should be 
, credited $20.00. 
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An accria ^ receivable is a receivable which has accumulated with 
the passage of time. If there is an accrued income there is always 
an accompanying accrued receivable. Obviously, the receivable 
should be recorded as well as the income. In the preceding illus- 
tration, an Accrued Interest Receivable account should be debited 
S20.00. The adjusting entry for the accrued interest is: 

Accrued Interest Receivable 20,00 

Intercut Income 20.00 

To record the asset and income of accured mtc-cst on notes 
receivable. 

Adjusting, closing, and reversing entries. If an income account 
is affected by an accrual, the closing procedure involves three 
journal entries: an adjusting entry, a closing entry, and a reversing 
entry'. 

niuslration. The credit in the folloudng account shows the total 
interest collecled during 194S: 


Interest Income 


1 ' 

i 1 

1 |191S j 

; ‘ 

1 1 

i 1 

1 J 1 1 Tot.il collected 

i 300 00 


(1) Adjusting entry: 

The accrued interest on a note receivable amounts to .S20.00. 
The following adjusting journal entry should be made: 

Dec. 31 Accrued Interest Receivable. . . . 20.00 

Intercut Income 20.00 

To record the asset and the income of accrue<i 
interest on a note receivable. 

After tliis entry is posted, the two accounts affected appear 
as follows: 


Interest Income 

< r~. r~ 

I * * Total coilectc 1 j , 3‘X) OO 

( iDtc.'SI^Acc'u <1 j 20 'KJ 


The balance in this account now shows the total interest 
income earned during the year. 


Accrued Interest Receivable 


lagy . 
Dic.Sl] Aaruc 


The balance in this account represents an tissot at the end of 
the year. 
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(2) Closing entry 

The Interest Income account is closed to Profit and Loss bj 
the following entrj 

Dec 31 Int«rept Inoome 320 00 

Profit and Ixws 320 OO 

To dose 

■\fter this entrj is posted, the income account and the asset 
account appear as 5ol^oas 


Interest Income 


/545| j 

Dm j3J| Top A L 


s^a 

19181 

Dec 31 

Total collected 
Accrued 


300^00 

2000 

[ 


32000 




32000 


Aecnied Interest Rccejeable 

D«^3l|Aotni8d ^ 1 23'c«| i 1 ^ P 

Since this IS an asset account, it is not aUected bj the closmg 
entrj 

(3) Reversing entry 

After the books are closed, the following journal entrj 
should be made, under date of Jaauarj' 1, 1949, to ret erse 
the adjusting entr> 

Jaa, l—Ictere^ Income 2000 

Accrued Intere't Recenalle 20 00 

To re% erse tlie ndju'ting entr\ 

This re%er:mg entr> is exactly the opposite of the adjusting 
entrj After it is ported, the income account and the 
asset account appear as follows 



ms, f 

Dec j3lj Accrued 


Accrued Interest Receivable 
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The purpose of this reversing entry can be explained by 
shoving the income account after it has been credited 
vith S60.00 of interest collected oii February 9. 1949, 
which included the S20.00 accrued on December 31, 
shown as a debit in the Interest Income account : 


Interest Income 


tots, 5 

' I ,1948 

; j 

Dec. 31 To P. 1.. 

1 . 32000' 1 . Total collected 

> 300 00 

i . 

1 J ( lDcc.*3l! .Vecrued 

i 20 00 

i 1 

1 32000! ■ j 

. 320 00 

1919 " 

1 ’'mio ‘ 

'i - ’ ' ' 

Jan., 1, .Vecruod , 

: 20.00.Fcb.; 9. Collected 

! GOOD 


This account now has a credit balance of $40.00, representing 
the portion of the February,- 9 collection which was earned 
during 1949. 


Deferred Expense 

Kature of deferred expense. The expense ’'neurred during a 
period may be less than the amount paid. Assume, for example, 
that a company paid $000.00 on Januain’ 1, 194S as premium on a 
three-year tire insurance policy, and charged tliis amount to the 
Insurance (e.xponso) account. The $000.00 debit balance in the 
Insurance account on December 31, 194$ consists of two elements: 

$200.00 representing the insurance expense for 1948. 

400.00 representing the cost of insurance protection during 
1949 and''l950. 

Before the statements arc prepared and the books are closed at 
the end of 1948, the following adjusting journal entry should be 
made to separate these two elements: 

Vnc-ipirc-l In'ar.nec .... . 400.00 

Insur.'.nec • ■ lOO.OO 

To tr.iii'fcr the uacxnircJ ia'aninco to a defctrctl c\- 
jii'X'e account. 

This adjusting entry has the following effect; 

It reduces the debit balance in the Insurance (c.xpcn.«c) 
account to $200.00. which is the amomit of insurance c.x- 
pense incurred in 1948. 

It sets up an I'ncxpircd Insurance account vdth a balance of 
$400.00, to be shown on the asset side of the balance sheet. 

The unexpired insunmee is a prepaid expense. It also is c.alled a 
deferred expen.^e or a diferred chara-, because the charge to Profit and 
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Loss is deferred until the expense is incurred. It is proper to show 
it on the asset side of the balance sheet because it is the cost of a vei^' 
valuable nght to collect from an insurance company in the event of 
a fire loss in 1949 or 1950. 

Adjusting, closing, and reversing entries. If an expense account 
is affected by a deferred expense, the closmg procedure at the end of 
the period involves three entnes: an adjusting entrj', a closing entr%', 
and a reversing entr>’. 

Illustraiwn. The debit in the following wqiense account shows 
the premium cost of a three-year fire insurance pohcy ■ 

Insurance 

\\M II n~r 

(1) A^Witing entry 

The followmg adjusting entry b made for the deferred ex- 
pense 

Dee 31 Une^pired Insurance 400 00 

Insurance 400 00 

To transfer tbe unexpired lasuraace cost to & 
deferred expense account. 

After this entry' is posted, the two accounts affected appear 
as follows 


Insurance 


ni 1 1 

The balance in this account now shows the insurance e.xpense 
for 1948. 


( 

Dec |S/| Deferred 


Unexptred Insurance 

1 1 M 1 1 


This b an asset account. 


(2) Closing entry 

The Insurance account is closed to Profit and Loss by the 
following j'oumal entry: 


Dec 31 — Profit and Loss 200 00 

lasuranee 200 00 

To close. 




(3) Reversing c}}iry: 

After the books arc dosed, the follou'in^ journal entry 
should be made, under date of January 1, 19-10, to reverse 
the adjusting entry: 

Jan. 1 — Insurance. . lOO.OO 

Unexpired Insurance -lOD.OJ 

To reverse the adjusting entrj' of December 31. 

After this entiy is posted, the expense account and the de- 
ferred charge account appear as follows; 


Insurance 


ms j 
Jan. li 


• ! oais ; 

S 001 03 Dec.'31 Dcfcrrc.i 

1 1 ! jSl To P. & L. 

i ! 

400 00 

1 200 00 

1 


1 000 00 ! 1 

i COO 00 



1 ‘ ; 

i 

Joji.l l[ 

Deferred 

1 40JO\ , 1 

1 1 


194S 

Dcc.|315 Deferred 


Unexoired Insurance 




L-* J-'J 'fP- 


The adjusting entry is reversed so that the Insurance account 
will show the premium cost of insurance in force at the beginning 
of 1940. 


Deferred Income 

Nature of deferred income. The income earned during a period 
may be less than the amount collcdcd. As an example, .as.mme that 
a comp.any owns a truck and that, on October 1. 19-lS, it entered into 
a contract with a store to make the store's deliveries for SIOO.OO a 
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month, collectible in advance, assume, also, that the companj 
collected SlOO 00 on October 1, November 1, December 1, and De- 
cember 31 The collection on December 31 \\as recei\ed m ad- 
vance for services to be rendered m January The $400 00 credit 
balance m the Delivery Income aecount on December 31, 1948 
consists of tw o elements 

$300 00 earned during 1948 
100 00 which ivill not be earned until 1949 

Before the statements are prepared and the books are closed at 
the end of 1948 the following adjusting journal entry should be made 
to separate these two elements 

Delivery Income 100 00 

Deferred Delivery Income 100 00 

To transfer the unearned income to a deferred income 
account 

This adjusting entry has the following effect 

It reduces the credit balance m the Debverj Income account 
to $300 00, the amount of mcome earned during 1948 

It sets up a Deferred Delivery Income account with a credit 
balance of $10000, to be shown on the liability side of the 
balance sheet 

The income collected m advance is called deferred tneome or a 
deferred credit because the credit to ProPt and Loss is postponed until 
the income is earned by rendering the sei% ice It is proper to show 
it on the liabihty side of the balance sheet because, although there is 
no obligation payable in cash, there is an obhgation to render a 
service during 1949 

Adjusting, closmg, and reversing entries If an mcome account 
IS affected by a deferred credit, the closing procedure at the end of 
the period mvoKes three entnes an adjusting entry, a closing 
entry, and a reversing entrj 

Illustralion The credit m the following account shows the total 
amount collected during 1948 for deli\ery services 

Debreiy Income 

II I I I I I I Total coOected | j 40oU 

(1) Adjusting entry 

The adjusting entry on page 147 is made for the deferred 
income 
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Dec. 31 — Dclivrry Income .... . . . . 100.00 

Deferred Delivery Income. 100.00 

To tr.'iti‘:fcr the unearned income to a deferred 
income account. 

After this entrj" is posted, the two accounts affected appear 
as follows: 


Delivery Income 


1,9 {.51 ] 



1 i 

Dcc.jSf j Deferred 

; 100 ool 

] Total roilcctcd 

i 400,00 


The balance in this account now shows the deliver^’’ income 
earned during 194S. 


Deferred Deliver}’ Income 


i f 


1 , 

1 1 1 

1 1 

1 

1 ^Dcc [31 i Deferred 

! j 100,00 


The credit balance of this account should be shown on the 
liability side of the balance sheet. 

(2) Closing entry: 

The Delivery Income account is closed to Profit and Loss 
by the following closmg entrj'; 

Dec. 31 — Deliver}’ Income 300 00 

Profit and Ixiw 300.00 

To clo=c. 

After this entry is po'ited, the income account and the de- 
ferred credit account appear as follow.'^ : 


Delivery Income 

lOlsi ; 
Dec.;5i 

Deferred 

To P. A L. 

1 i \ 

j 100 00' j J Total collected 

! soo'nef 1 { 

1 ^ 1 

1 400 00 

! 

i 1 


lOO'OO ' * 

1 i 400 00 


Deferred Delivery Income 

,19!S' ] ^ T” 

iDec'Slj Deferred j 100 00 



(3) Reversing entry: 

After the book.'; arc closed, .and under date of Janu.ua' 1. 
1919, the journal entry .‘^hown on page 148 should be 
made, reversing the adjusting entn.’ for the deferred 
income. 
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Jan 1 — Deferred Deli ery Income 100 00 

Del verj Income 100 00 

To reverse the adjusting entry 

After this entry is posted the income account and ’^he de 
feired credit account appear as follows 


Delivery Income 


I948| 
Dec 1 

31 

31 

Deferred 

ToP &.L 


100^00 

30000 

1918 


Total coDected 

1 40oU 

! 

- 


= 

400*00 

hi 


I 

Deferred 

|~40o]oi 
j loo'oo 


Deferred Del very Income 

im~\ Tj I fifMsi I n r 

Peversal | | lOO'OO 


The purpose of this reiersing entry can be eirplained bj 
assuming that the dchvery contract continued through 
1949 The January fee had already been collected, and 
the total collections during 1949 were $1 100 00 this 
amount was credited to the Deli\ery Income account, 
making the balance m that account at the end of the year 
SI 200 00 or the total income for 1949 as shown in the 
following account 



Extended illustration To show the effect of adjustments for 
accrued and deferred items on the whole procedure of prepanng 
working papers and statements it is desirable to give a somewhat 
extended illustration 

Trial balance The illustration is based on a trial balance of the 
accounts of The Mason Company taken at the end of the year 1948 
This trial balance appears m the workmg papers on pages 150 
and 151 

Adjustments Adjustments are to be made for the four accrued 
and deferred terns discussed m the foregoing illustrations The 
adjusting entries appear on page 149 
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OfBcc Salaries SO.OO 

Accrued Salaries Payable 30.00 

To record accrual. 


Accrued Intcrc<:t Receivable 
Interest Income. . 

To record accrual. 

Unc.vpired In.surancc -100.00 

Insurance -100.00 

To defer une.vpircd insurance. 

Delivery Income 100.00 

Deferred Dcliverj- Income. . 100.00 

To defer income collected in advance. 

Working papers. TMicn adju-sting journal entries are made for 
accraed and deferred items, the working papers should contain a pair 
of Adjustments columns in which to indicate the effect of these 
adjustments on the expense and income accounts, and also on the 
asset, liabilit}', and deferred income accounts. Refer to the working 
papers on pages 150 and 151 and note how: 

The adjustments arc shown in the Adjustments columns. 

The amounts of these adjustments are added to or deducted 
from the amounts shown in the Trial Balance columns, to 
determine tiie total or net amounts to bo entered in the dis- 
tribution columns at the right. 

The four adjustments and their treatment in the worldng 
papers are discussed below: 

(a) Adjustment for accnied office salaries. 

The ?30.00 debit to Office Salaries (expense) is entered in the 
debit adjustment column on the line for that account; 
tills .$30.00 is added to the .$3,100.00 balance of the ex- 
pense account, and the total is carried to the debit Profit 
and Loss column, {Caidion: Do not carrj' out any bal- 
ances to the Profit and Loss, Surplus, or Balance Sheet 
columns until all the adjustments have been entered in 
the working papers. Some accounts may be alTccted by 
more than one adjustment.) 

The .$30.00 credit to Accrued Salaries Payable (liability) is 
entered in the credit adjustment column on a line below 
the trial balance, since no such account appears in the trial 
balance. This $30.00 credit is carried, as a liability, to 
the Balance Sheet column. 

(b) Adjustment for accrued interest on notes receivable. 

The $20.00 credit to Interest Income is entered on the line 
for that account; this .$20.00 i.= added to the $300.00 bal- 


. 20.00 

20.00 



Working Papers 

For the Year Ended December 31, 1948 



terest Expct 
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ance of the income account, and the total as carried to the 
credit Profit and liOss column 

The S20 00 debit to Accrued Interest Recei\ able (asset) is 
entered on a line below the trial balance, and is earned, 
as an asset, to the Balance Sheet column 

(c) Adjustment for imexprred insurance 

The S400 00 credit to Insurance (expense) for the deferred 
expense is entered on the hne for that account, the S400 00 
ij> deducted from the SGOO 00 balance of the expense ac- 
count and the remaimng S200 00 (or expense apphcable 
to 1948) IS earned to the debit Profit and Loss column 

The 8400 00 debit to Unexpired Insurance (deferred expense) 
IS entered on a hne below the trial balance, and is earned 
as an asset, to the Balance Sheet column 

(d) Adjustment for debverj income collected m advance 

The $100 00 debit to Delivery Income, for income deferred, 
IS entered on the line for that account the SlOO 00 de- 
ferred income is deducted from the S400 00 balance of the 
income account and the remaimng 8300 00 (or income 
applicable to 1948) is earned to the credit Profit and Loss 
column 

The 8100 00 credit to Deferred Delivery Income is entered 
on a line below the tnal balance, and is earned to the Bal 
ance Sheet credit column 

The offsetting debits and credits m the Adjustments columns of 
the working papers are indicated by letters m parenthe«es The 
adjustments m the working papers should ahv ays be cro^s referenced 
by letters m this manner 

You should also note that if the adjusting entnes mclude debits 
or credits to accounts which do not appear m the trial balance, the 
names of all such accounts are wntten m the working papers below 
the trial balance 

Several adjustments of one account Sometimes it is necessary 
to make more than one adjustment affecting the same account 
To iffustrate assume that the fbffowmg adjustments of the Dehvery 
Expense account are required 

Accrued salary of truck dnver $50 00 

Deferred expense for gas oil snd other delivery supplies on hand, $40 00 

Deferred expense for prepaid gai^e rent $2o 00 

The procedure for dealmg with these adjustments is illustrated 
below Note that the three adjustments of the Dehv ery Expense 
account are bracketed, and that the 87,485 00 earned to the Profit 
and Loss column is determined by applying the three adjustments 
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(e, f, and g) to the trial balance figure. Similarly, the two credits to 
Accrued Salaries Payable are bracketed to indicate that they apply 
to one account. 


Portioa of 'Working Papers 


I i Profit ’ - , V ,, , 

I Trial Adjittrnf-nf’ and Lrx-; ; ' 

1 • Statement 


Delivery- Expense 
Oiiict- Salaries 

Accracd Salaric' P.'* vable 


r,5iK> 


; 3,100 
lio.joo .■..jo.m! 

1 


■.)(cl E\f)^olS.3 


50(a) 




,3.130, 


Delivery Supplio J 

Prepaid Garaae Rent i 


i30(a)5! 
I ,30(clj! 
10.0 ! 
125(c) 1 1 


SO 


10 

25 


Statements of profit and loss and surplus. In the statement of 
profit and loss on page 154 the amomits shown for Office Salaric', 
Interest Income. Insurance, and Deliven.' Income are the total or 
net amounts shown in the working papers on pages 150 and 151 
after making the adjustments. 

Classification in the balance sheet. The illustrative balance 
sheet on page 155 shows how the various items on the asset and 
liability sides may be grouped under side captions. 

The principal balance sheet side captious (all of which, except 
Other Assets and Fixed Liabilities, are illustrated in the balance 
sheet on page 155) are: 


Ox THE Asset side : 

Current Assets: Cash and other as.'=cts. such as accounts re- 
ceivable and iii\’cntory. which will presumably be cou'certed 
into cash in the near future through the regular operations of 
the business. 

Fixed Assets: Property of a relatively permanent nattire. such 
as laud, buildings, funuture and fixtures, office cquii)mcnt, and 
delivery- equipment, used in the operations of the business, and 
not intended for sale. 

Other Assets: Pennanent investments in stocks and bonds, and 
ivny assets which do not fall within the other cl.assifications. 

Prepaid Lxpcnst<: The items .':hown under this capdnn are 
properly uv’Iuded on the as^t side of the balance sheet be- 
cause they represent the costs of future services or other bene- 
fits for which pay-utent already has been made. 
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Exiubit C 


THE MASON COMPANY 
Statement of l^fit and Loss 
For the Year Ended December 31, 1943 


Gross Sales 

Deduct Returned Sales and Allowances 
Net Sales 

Deduct Co t of Goods Sold 
Inventor\ December 31 1947 
Purcha«e= 

Deduct Returned Purchases and Allowances 


$460 000 
1000 
$4o9 000 


$ 60 000 

$360 000 
1 500 


Net Purchases 
Freight In 
Total 

Total Ini-entory and Purchases 
Deduct Inventory December 3l 194S 
Cost of Goods Sold 
Gross Profit on ^ales 
Deduct Selliog Expenses 
Store Rent 
Adterti mg 
Salesmen s Salaries 
Delivery Expense 
Total Selli&g Expenses 
Net Profit on Sales 
Deduct General Expenses 
Office Salaries 
Office Expense 
Insurance 

Total General Expenses 
Net Profit on Operations 
Add Other Income 
Dehvery Income 
Interest Income 
Discount on Purchases 
Total Other Income 

Net Profit on Operations and Other Income 
Deduct Other Expenses 
Interest Expense 
Discount on Sales 
Total Other Expenses 
Net Income — -To SnnAos. 


360 500 
$420 500 
45 000 


375 500 
$ S3o00 


$ 5 000 
2a 000 
28 000 
7 500 


63 500 

$ 18 000 


8 330 
$ 9 6“0 


$ soo 

3'’0 
4 500 


5 120 
$ 14 790 


THE MASON COMPANY Exhibit B 

Statement of Surplus 
For the Year Ended December 31, 1948 


Surplus December 31 1947 S 7 700 00 

N et Income for the \ ear — Exhibit C 11 090 00 

Total SIS 790 00 

Deduct Dividends 5 000 00 

Surplus December 31 1948 S13 790 00 
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THE MASON COMPANY Exhibit A 

Balance Sheet 
December 31, 1948 

Assets 

Current .Vsscts: 

Ca^^h . 

Accounts Iloccivablo 
Notes Receivable 
Accrued Interest Receivable 
Inventorv- . 

Total Current Assets . . 


Fixed Assets; 

Dcliven- Equipment 6,000.00 

Prepaid Expen'^c: 

Unc-xpired Insurance 400.00 


SS9.920.00 


. . $29,500.00 

3.000. 00 

6.000. 00 
20 00 

... 45.000.00 

SS3, 520.00 


LUbOities and ifet Wortb 

Current Liabilities; 

Accounts Payable 

Notes Payable 

Accrued Salaries Pajablc 

Total Current Liabditics 


$ 11,000 00 
15,000.00 
30.00 


$26,030.00 


Deferred Income: 

Deferred Deliverj’ Income 


100.00 


Net Worth; 

Capital Stock $50,000 00 

Surplus — Exhibit B 13,790.00 

Total Net Worth 63,700 00 

$S9,920 00 


The caption Deferred Charges is often used instead of Prepaid 
Expenses, but many accountants prefer the Prepaid Expenses 
caption for items representing current expense prepayments. 


On the Li.vniniTY side: 

Currcnl Liabilities: Accounts and notes payable, and any other 
debts due in the near future — say, within a year. 

Fixed Liabilities: Debts not due in the near future. 

Deferred Ineomc: Any income collected in advance. Deferred 
income is properly shown on the liability side of the balance 
sheet because (although deferred income is not a debt) there 
is an obligation to render a future service in return for the col- 
lection already received. 

Net Worth: The sum of capital stock and surplus. 



CHAPTER 12 

Valuation Reserves For Bad Debts and Depreciation 

Principles of valuation One of the fundamental principles of 
accounting is known as the cost principle, which may be stated some- 
what as follows charges to asset and expense accounts should gen- 
erally be made on the basis of cost — or, in other words, on the basis 
of actual expenditures An expenditure may be defined as a dis- 
bursement of cash, or the incurring of an obhgation to make a future 
disbursement 

The cost principle obviously would be violated if assets were 
earned m the accounts and shown in the balance sheet at valuations 
in excess of cost Assume, for instance, that a company operating 
a wood-working establishment built a table for its own use at a cost 
of $50 00, and that the table would ha\e cost 875 00 if purchased 
from someone else The table should bo charged to a feed asset 
account on the company’s books at $50 00 To charge it to the fixed 
asset account at $75 00 would involve taking a “profit” of $25 00, 
r\hich would be illogical and a violation of good accounting, because 
one cannot make a profit by doing work for himself Accountants 
call a ‘ profit ’ of this sort an unrealized profit, which is really no 
profit at all The $25 00 is merely a saving of cost 

A failure to recogmze all elements of cost is also a violation of 
the cost principle For instance, assume that a company purchased 
a machine for $500 00 and paid transportation charges of $50 00 
The transportation charges are a part of the cost of the machine, 
and should be charged to the fixed asset account To charge them 
to an expense account would understate the cost of the machine, 
overstate the expenses, and understate the net income 

There are some assets to which the cost pnnciple does not apply 
Accounts receivable are an illustration If a merchant buys goods 
Coe $IQQ QQ and sells them on account for S15Q QQ^ the account re- 
ceivable cannot be said to have cost the merchant $150 00, because 
of the profit element Accounts receivable should be valued, not 
on a cost basis, but at the amount which presumably will be col- 
lected, after an allowance for estimated bad debts 

The cost pnnciple does apply to fixed assets, but this does not 
mean that fixed assets should forever be valued in the balance sheet 
at onginal cost Fixed asset costs usually expire A fixed asset 
usually is subject to depreciation, and its useful life eventually comes 
to an end The cost of a fixed asset which is subject to depreciation 
156 
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should be charged to expense gradual!}- over the useful life of the 
asset; the portion of the cost which has been so charged to ex-pense 
is “expired cost.” The asset should be valued in the balance sheet 
at original cost minus expired cost. 

The remainder of this chapter contains a discussion of the 
proper bases of valuation of accounts receivable and fixed assets, 
and the accounting procedures applied to reflect these valuations 
in the accounts. 

Provision for bad debts. At the end of 194S (the first year of 
operations), a company prepared the following statements: 


THE A' r COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31, 1943 


S.-ilcs ... -SI 00, 000 00 

Deduct Co^t of GoocL, Sold SO.OOO 00 

Gross Profit on S.ile^ ? 20,000 00 

Deduct Expenses . . 12.000 00 

Net Profit J.OOO 00 


THE X y COMPANY' 
Balance Sheet 


December 31, 1948 

Assets LubilitJes and Xet Wonh 

Ca<h .... . . S 6,000 .Vccounts Pa;, able S 5,000 

.Account? Reccivab’e . ... 13,000 Xet Worth: 

Inventory . 15.000 Canit.nl .S(oc\ SZo.OOO 

Dc’.ivcrj' Equipment 1.000 Surjdus . . . S.O'W 33.000 


$ 38.(D0 5 


Both the statement of profit and lo^?; and the balance sheet arc 
incorrect because no consideration has been given to the probable 
loss from bad debts. 

The balance sheet shows that there are .?13, 000.00 of account.^ 
receivable on the books. But it is a rare thing for merchant.s to 
collect all their accounts receivable: some losses arc almo==t certain 
to occur. Therefore, if the balance sheet is to state correctly the 
financial condition of the company, it should show the nr! amount 
which probably will be collected from the accounts receivable: tlu= 
will be less than ? 13,000.00. 

Moreover, the statement of profit and loss for each period should 
include all losses and e.xpcuscs applicable to the period. Bad debt 
losses should therefore be deducted in the statement of profit and 
loss for the period in which the losse- arc incurred. In wh.at period 
are they incurred? Bad debt losses result from selling mcrch.-mdi.-c 
to customers who do not pay their accounts: such Io-n-cs arc there- 
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fore incurred in the penod m which the sales are made If goods 
were sold in 1948 to customers whose accounts were found in 1949 
to be worthless, the loss was incurred m 1948 because nothing of 
value was recen ed for the merchandise The loss was not incurred 
in 1949 it was merelj discoiered in that year 

Thus it is evident that both the balance sheet and the statement 
of profit and loss will be incorrect unless provision is made for the 
probable losses on accounts receivable 

If it is estimated that only $12,000 00 will be collected from the 
receivables totahng $13,000 00, the bad debt losses are estimated at 
$1,000 00 and the following journal entry should be made at the 
end of 1948 

Bad Debts 1 000 00 

Reserve for Bad Debts 1 OOO 00 

To provide for the estiuated losses on uncoUectible 
accounts 

Nature of Bad Debts account The Bad Debts account, which 
was debited in the foregoing journal entry, is an expense account, 
Its balance should be shown as an expense in the profit and loss 
statement (as illustrated below), and the account should be closed 
to Profit and Loss 


THE X r COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31, 19iS 

Sales 

Deduct Cost of Goods Sold 
Gross Profit on Sales 
Deduct 

Expenses $12 000 00 

Bad Debts 1 000 00 

N et Profit 


$100 000 00 
80000 00 
$ 20 000 00 


13 000 00 
$ 7 000 00 


In a statement m which the expenses are classified under selling 
and general captions, bad debts may be shown in the general ex 
pense section 

Nature of bad debt reserve. Increases in assets are recorded by 
debits, decreases are recorded by credits The estimated decrease 
m the value of the accounts receivable cannot be credited to the 
debtors’ accounts because, at the time the estimate is made, the 
particular accounts which will finally prove worthless are unknown 
Since we cannot credit any particular <febtors’ accounts, we credit 
the reser\ e, which thus stands as a sort of blanket deduction from 
all of the accounts receivable In other words, the total of the debit 
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balances in the debtors' accounts minus the credit balance in the 
Reserve for Bad Debts represents the estimated net value of the 
accounts receivable asset. Therefore, in the balance sheet, the 
credit balance in the Resen-e for Bad Debts should be deducted 
from the total of the debit balances in the customers’ accounts. 

THE X r COMPANY 
Balance Sheet 
December 31, 1948 

Assets Liabilities and tiet Worth 

Cash $ G.OOO Accounts Payable . $ 5,000 

Accounts Receivable. . . §13,000 
Deduct Rciicn’e for Net Worth: 

Bad DebU 1,000 12,000 C.apital Stock . . $25,000 

Inventory 15,000 Surplus 7,000 32,000 

Delivciy Equipment . -5,000 

g37.000 $ 37.000 

The Reserve for Bad Debts is called a vnhtalio)) account, or valu- 
ation reserve, because its credit balance must be deducted from the 
total of the debit balances in the debtors’ accounts to determiiic the 
estimated net value of the receivables, ^’aluation reserves are some- 
times called contra accounts or offset accounts. 

The nature of the rcscrce might be more dearly understood if 
some title were used such as Estimated Deduction for Bad Debts. 
The word Heserve is standard accounting terminology', and means 
the same thing. 

Writing off bad accounts. After the adjusting joumal entry 
shown on page loS is made, the ledger contains the following 
account balances : 

-Vrcouut' Rweivabic . . . $13,000.00 

Re.-erve for Bad Dobt^ . . $1,000.00 

The accounts receivable arc carried at a net valuation of 
.$12,000.00. 

Let us now a.'^suinc that an account with P. K. Lane, with a bal- 
ance of $75.00, is determined to be uncollectible: it should be written 
off by the following journal entry: 

Rcst'r\’c for B.nd Debts 75.00 

P. K. Livne . 75.00 

To ivritc off the uncollectible .account. 

It should be noted that the loss is charged to the reserve and not 
to the Bad Debts (expense) account. If we debited the B.ad Debt-- 
account with cstiniotcd losses when the reserve is set up and later 
with ascertained losses, a double charge to expense would msult. 
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The journal entry untmg off Lane's account transfers a portion 
of the credit balance of the reser\e (which was an offset against the 
debit balances of all the accounts receivable) to the credit of Lane’s 
account as a direct offset against the debit balance m his account 
This direct credit ehminates Lane’s account from the accounts re 
ceivable 

After Lane’s account is written off, the ledger contains the fol 
lowing balances 

Accounts Receivable 812 925 00 

Reserve for Bad Debts 8925 00 

The accounts receivable arc still earned at a net valuation of 
$12,000 00 No change has occurred except that one reccuable 
and an equal amount of the reserve have been eliminated 

Methods of estimating bad debt provisions The amount to be 
debited to Bad Debts and credited to the Reserve for Bad Debts at 
the end of a period is frequently computed as a per cent of the net 
sales for the period For example, assume that the trial balance on 
December 31 contains the following balances 

Accounts Receivabte 820 000 00 

Reserve for Bad Debts 8 31S00 

Sales 215 000 00 

Returned Sales and AUo leoces 1 500 00 


Assume, further, that the re«cr\e is to be credited with a provision 
for bad debts equal to H of 1% of the net sales for the year The 
provision is computed as follows 


Sales S215 

Deduct returned sales and aUo vances 1 

Net sales 8213 

Reserve provision = of 1% of §213 500 00 — 81 067 50 


This amount is debited to Bad Debts and credited to the reserve 
The total reserve is now $315 00 + $1,067 50, or $1,382 50 and 
the accounts receivable will be shown in the balance sheet as follows 


Accounts Receivable 

Less Re erve for Dad Debts 


$20 000 00 

1 382 50 818 617 50 


The amount to be added to the reserve is also sometimes com- 
puted by giving consideration to the probable collectibihty of each 
debtor s account, and therebj estimating the total probable reserve 
requirement The Bad Debts account is then debited and the re- 
serve IS credited with an amount sufficient to increase the reserve 
to the required balance For example, suppose that the manage 
ment reviewed the accoimts receivable totaling $20,000 00 (see pre 
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ceding illustration) and decided that a $1,500.00 reserve might bo 
required. The proi'ision to be made at the end of the year would be 
computed as follows: 

Total resen-e required 51 500.00 

Present balance in the rcrcn-c . 31,5.00 

Amount to be debited to Bad Debts and credited to the re rrvo S1,1S5.00 

The accovmts receivable would appear in the balance sheet as 
follows: 

Accounts Receivable . $20,000.00 

Less Reserve for Bad Debt>. 1,000.00 $15,500.00 


Provision for depreciation. Because fixed assets do not last for- 
ever, the cost of a fixed asset is a sort of prepaid e.xpense. In other 
words, if a fixed asset will have no value at the end of five veal's of 
use, its cost is an expense of the five-year period. A portion of the 
cost should be charged as an expense of each year. For instance, 
if a fixed asset cost $4,000.00 and has an estimated life of five years, 
one fifth of the cost, or $800.00, may be charged as an expense of 
each year. The portion of the cost of a fixed asset wliich is regarded 
as haNTng expired is called depreciation. 

The profit and loss statement and the balance sheet on page 157 
are incorrect because no provision has been made for depreciation. 
The balance sheet shows that the company owns delivery' equipment 
that is carried in the accounts at $4,000.00, which presumably is 
cost. If the depreciation for the year is estimated at $300.00, the 
profit and loss statement should include depreciation expense of 
that amount, and the balance sheet valuation of the asset should be 
reduced by $800.00, the e.xpired cost. Therefore, the following 
journal entry should be made: 

Depreciation of Doliverj’ Equipment . . . $00.00 

RcM;r%‘e for Dcprcci.ation — Deliverj' Equipment $00.00 

To provide for deprcci.ation of dclivera- equipment for the 
year on tho ba'^is of an fetimated life of five j cars. 


xVfter this journal entry is posted, the accounts appear as follow^: 


Delivery Equipment 
d, 000.00^ 


Depreciation of 
Delivery Equipment 

SO'0.00, 


Reserve for Depreciation — 
Delivery Equipment 


SCO 01 
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Nature of the Depreciation account The Depreciation of De 
hvery Equipment accoimt is an expense account, it should be 
closed to the Profit and Loss account, and its debit balance should 
be shown as an expense m the statement of profit and loss 


THE X Y COMPAITY 
Statement of Profit and Loss 
For the Year Ended December 31 1948 


Sales 

Deduct Co®t of Goods Sold 
Gross Profit on Sales 
Deduct 
Expenses 
Bad Debts 

Deprecmtion — Delivery Equi] meat 
Iset Profit 


3100 000 00 
80 000 00 
$ 20 000 00 


$12 000 00 
1000 00 

800 00 13 S00 00 

$ 6200 00 


In a statement of profit and loss in which the expenses are classi 
fied under selling and general captions, the classification of depre- 
ciation mil depend upon the department m which the depreciating 
asset IS used. The depreciation of assets used in selling (such as the 
store building store eqmpment, and dehvery equipment) should be 
shown under the sellmg expense caption depreciation of assets used 
m the general administration of the business (such as office equip- 
ment) should be shown under the general expense caption 

Nature of the Reserve for Depreciation The credit balance in 
the Reser\ e for Depreciation is an offset against the debit balance 
m the asset account in other words the debit balance m the asset 
accoxmt minus the credit balance m the reserve account represents 
the depreciated book value of the fixed as.set Therefore, m the 
balance sheet, the credit balance m the Reserve for Depreciation 
should be deducted from the debit balance in the Dehverj Equip- 
ment account The remainder is the depreciated book value of the 
dfhverj equipment 


THE X T COMPANY 
Balance Sheet 



December 31, 1948 



Cash 

$ 0000 

Liabillici ud Bet Woctli 
Accounts Fajable 

$ 5 000 

Accounts Receivable $13 OCX) 

Deduct Ivcsene for 

Bad Debts 1 000 

12000 

\et Worth 

Capital Stock 

$2o000 


Inventory 

la 000 

Surplus 

6 200 

31,200 

Delivery Equipment $ 4.000 

Deduct Reserve for 

Depreciation 800 

3200 

$36200 



$36 200 
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The depreciation reser%'e, lilce the bad debt resorce, is called a 
valuation account because its credit balance must be deducted from 
the debit balance of the fixed asset account to determine the de- 
preciated book value of the property. The reser^-e is therefore 
wtually a part of the asset account; or perhaps it would be more 
exact to state that the asset account and the reserve account to- 
gether contain the record of the increases and the decreases in the 
book value of the asset. 

Depreciation entries for a series of years. To emphasize the 
fact that the Depreciation (expense) account is closed to Profit and 
Loss at the end of each period whereas the balance in the reserve 
account accumulates, accounts are presented below for three 3 -ears: 


Depreciation of Dclirery 

Deliverj' Equipment Equipment 


191S 


194S 

1 191S 

Jan. 1 

4,000 

Dec. 31 

800 Dee. 31 To P. k L. 800 



1919 

1 1949 



Dec. 31 

SOOlDce. 31 To P. & L. SOO 



19:>d 

1 1950 



Dec. 31 

SOoIDcc. 31 To P. * L. SOO 


Reserve for Depreciation of 
Delivery Equipment 

1948 

Dec, 31 SOO 

1919 

Dec. 31 SOO 

1930 

Doc. 31 SOO 


Reason for use of a reserve. The decrease in the book value of a 
fixed asset resulting from depreciation viighl he recorded in the as.'ct 
account, together with decreases resulting from disposals of assets. 
But this procedure would make it difficult to obtain desirable in- 
formation. 

To illustnate, let us assume that a fixed asset account ha': been 
credited with depreciation and with a-^set disposals, and appear.'^ as 
follows : 


1918 : 

Jiin.l 1 2 hc.ivy tnjck< 

1919 ! 

Jan.ilO 3 liclit trucks 


Delivery Equipment 


i ‘ 11918 ] 

j 0,00000 Dec. 31 Dcprcciiition 
' ' !i919 


! 1,2(X1,00 


i i ,1 

4.500 OO .Mar.j S Co=t of 1 licht truck ! i ! 

{ j i 1 Mjid . i 1,3*00 00 


The $7,800.00 balance in the account represents the depreciated 
book value of the two heaty trucks and the two light trucks still 
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owned But to ascertain the cost of the trucks still owned it is 
necessary to determine the total credits for depreciation and the 
total credits for disposals, and to deduct from the total debits onlj 
those credits which record disposals, thus 

Total debits — representing cost of trucks acquired SIO 500 00 

Deduct the credit for the cost of the truck sotd 1 500 00 

Co't of trucks still owned 5 9 000 00 

Considerable effort might be required to separate the tw o clashes 
of credits Therefore, it is better to separate them in the first 
place, bj crediting the asset account with decreases resulting from 
disposals of assets, and by creditir^ a reserve for depreciation with 
decreases in book value representing depreciation The accounts 
will then appear as follows 


Delivery Equipment 


1918 1 

1 1 1919 1 


Jan l| 2 heavy trucks 

( 0 000 09 \Ia 8i Cost of 1 light truck 


1919 1 

1 1 1 

1 500 09 

Jan 10| 3 light trucks 

{ 4 500 09 1 

1 


Reserve for Depreeiatioa of Delivery Equipment 

1 1 1 (isfi3>! rra 


The cost of the trucks still owned is now readily determinable, 
it IS $9,000 00, as shown by the debit balance of the asset account 
The credit balance m the rcscr\e represents the recorded deprecia 
tmn of the assets still owned 

■Writing ofi fully depreciated assets In the illustration of the 
X Y Company, which owned delivery equipment costing $4,000 00 
and on w^ch depreciation of S800 00 was provided annually, the 
delivery equipment nould be fully depreciated at the end of five 
years, as shown by the following a^'ceunts 


Delivery Equipment 



Reserve for Depreciation of Delivery Equipment 
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Since the credits in the resen-e (representing portions of ro't 
charged to expense) are epual to the cost, the equipment is carried 
in the accounts at no value. It may be written off by the following 
entrj^: 

ItcMjrv-c for Depredation of Ddiverj- Equipment . 4,000.00 

Deliverr Equipment .! OOO.OO 

To nritc off the fully depreciated a5jet. 

The posting of this journal entry would re.'-ult in closing both the 
as.set account and the related resen’e for depreciation. 

Some accountants prefer to carry the asset account and the off- 
setting reserv'e until the asset i? disposed of. 

Writing down a fixed asset account. Depreciation sometime.'^: is 
credited directly to the fi.xed a.-'.-ct account instead of to a reserve 
for depreciation. Tliis may be done if the amount of depreciation 
is determined by taking an inventory' of the fi.xcd a-ssets in-toad of 
applying an estimated depreciation rate. It is a procedure suitable 
for use in connection with small tools or other fi.xed as.=cts consisting 
of a large number of units of relatively small value which wear out 
rapidly, or which may bo lost or stolen. 

To illustrate, let us assume that, at the end of the year, the Small 
Tools account contains charges totaling $0,500.00, thus: 


Total charges for 
toob p^rrh.^•-ccl 
during the year 


Small Tools 


\ G.500'00, 



At the end of the 3 'car, an inventory of the .small tools is taken, 
and their depreciated value is found to be $5,000.00 The following 
journal entry is made to record the depreciation: 

Dec. 31 — Depreeiatinn — Sm.all Toob . 1,500.00 

Small Toob 1,500 00 

To reduce the balance of the Small Toob 
acconrit to the depr<>ciatcd value of the 
toob on hand, per inventory. 

.-Viter (his entrx* is posted, the two ac-eoun ts appe.ar as loilou': 

Small Tools 

'Total ch.argc3 for j > 'Dee. 31 Depredation ' 1..10.JO4 

j t<>')b pttreha^cd ' ' , I 1 

j I during the year j » 0,500 OO] j j , I , 

Depreciation — Small Tools 
_____ ______ 

This procedure is called iv-riting dorm the c.vcf. 
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Showing depreciated fixed assets m the balance sheet It 
formerly was the custom to \ise the expression depreciated value in 
balance sheets as a title for the difference between the cost of a fixed 
asset and the depreciation provided to date On the assumption 
that a depreciation reserve was provided for delivery equipment and 
that the Small Tools account was WTitten down to an inventory 
valuation, a customary balance sheet showing was 

Fixed Assets 

Delivery Equipment $10 000 00 

Deduct Peserve for Deprec atiou 2 000 00 

Depreciated \ alue $8 000 00 

Small Tools — Depreciated \ alue 5 000 00 

Total Fixed Assets — ^Depreaatcd \ alue $13 000 00 

It IS now coming to be more clearly recogmzed that depreciation 
accounting is not a procedure for determining value (such as 
secondhand value or realizable value) but is merely a procedure for 
charging operations with the cost of a fixed asset during its estimated 
useful bfe therefore many accountants bebeve that the use of the 
expression depreciated value should be discontinued since the term is 
inappropriate and may be misleading The use of the term may be 
a\oided thus 

Fixed Assets 
Delivery Equipment 
Deduct Il^erve for Depreciat on 
Small Tools 

or by substitutmg some other term thus 
Fixed Assets 

Debvery Equipment $10 OOO 00 

Deduct Reserve for Deprec al on 2 000 00 

Cost less Depreciation $8 OCO 00 

SmaU Tools — Cost Less Depreciation 5 000 00 $13 000 00 

Net book values of receivables and fixed assets The debit 
balances m the accounts recenable represent the gross book value 
of the receivables the gross book value mmus the credit balance m 
the reserve for bad debts is the net book value 

Similarly, the debit balance in a fixed asset account represents 
the gross book value of the asset and the gross book value minus the 
credit balance in the related reserve for depreciation is the net book 
\ alue of the asset 

The net book value of the accounts receivable is supposed to be 
the amoimt which the receivable® are really worth If the reserve 
for bad debts is correctly estimated, the total of the receivables 


$10000 00 
2 000 00 88 00000 

5000 00 S13 000 00 
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minus the reserve is the amount which will be collected. However, 
it usually is impossible to determine the amount of the required 
reserve with absolute accuracy; therefore, the net book value of the 
receivables represents their estimated realizalde value. 

The net book value of a fixed asset is not even supposed to repre- 
sent the amoimt wliich could be obtained for it. Tlie pro^^sions for 
depreciation are merch* intended to charge the cost of the asset to 
expense over the years of useful life of the asset. The credit bal- 
ance in a reserve for depreciation represents the portion of the cost 
which has been charged to expense. The net book value of a fixed 
asset represents the cost of the asset minus estimated depreciation; 
it docs not purport to represent the market, or realizable, value. 

Extended illustration. On the following pages we shall again 
illustrate the procedure of making working papers, adjusting and 
closing entries, and statements: adjustments will be made for 
accrued and deferred items, and for bad debts and deprcciation. 

First step. The trial balance on page IGS is entered in the work- 
ing papers on page 1G9. 

Second slop. Adjusting journal entries arc prepared for the 
accrued and deferred items, and for bad debts and depreciation. 

Deferred and accrued items: 

(a) One of the charges to the Advertising account was for the 

cost of catalogues printed during the year. At the end of 
the 3 'ear there wore catalogues on hand which cost .$375.00. 
The following adjusting entry is made: 

CatjiloKucs . . . 375.00 

.tdvertisinc 375.00 

To record the prepaid c.\i>eii'C of catalogues on hand. 

(b) The unexpired insurance at the end of the year was .$300.00: 

the adjusting entry is: 

Une.vpired Iri'urance ., 300.00 

Insurance. . 300.00 

.tdjiiftmenl for unexpired injunuice. 

(c) On November 1, 194S, a part of the store building was rented 

for .$200.00 per month, and the rent for six months was 
collected in advance. As of December 31. rent for four 
months had been collected in advance, and the following 
cutty is made: 


Kent Income SOO.OO 

Kent CVdlcctod in .Vdrance .SOO.OO 

Kent income deferred. 
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THE MONTGOMERY COMPANY 
Tnal Balance 
December 31, 1948 

Cash .. 

Accounts Receivable , 

ne«=erve for Bad Debts 
Inventory (December 31, 1917) 

Land 

Store Building 

Reserve for Depreciation — Store Building 
Store Fixtures 

Reserve for Depreciation — Store Fixtures 
Delivery Equipment 

Reserve for Depreciation — ^Ddivery Equipment 
Office Equipment 

Reserve for Depreciation — Office Equipment 
Accounts Payable 
Mortgage on Real Estate 
Capital Stock . 

Surplus 

Sales 

Returned Sales and Allowances 
Purchases 

Returned Purchases and Allowances 

Salesmen’s Salanes 

Advertising 

Delivery Expense 

Miscellaneous ScILog Expense 

Insurance 

Taxes 

Office Salanes 
Office Expense 
Delivery Income 
Rent Income 
Dweount on Purchases 
Interest Expense 
Dwcount on Sales 
Dividends 



CCh.12 

5,000 00 
25,000 00 

800 00 

35.000 00 

10.000 00 
40,000 00 

8,000 00 

4,000 00 

1,200 00 

3,000 00 

900 00 

2,000 00 



400 00 

15.000 00 

25.000 00 

50.000 00 
21,800 00 

200,000 00 

600 00 


170,000 00 

1,20000 

9,000 00 
5,250 00 
2,150 00 



800 00 
70000 
450 00 


8,500 00 
2,000 00 

500 00 
1,200 00 
1,30000 

1,200 00 
1,750 00 
9.000 00 


330 300 00 

330.300 00 


(d) The company makes delivenes for another store at a rate of 
$100 00 per month. The deliver) income for December 
had not been collected 

Delivery Income Receivable 100 00 

Delivery Income 10000 

Accrued mcome receivable 


(e) Accrued interest on the mortgaj;e payable was $300 00 

Interest Expense 300 00 

Accrued Interest Payable 300 00 

Accrued mtercst on mortgage 


(Adjasting entnea are concluded on page IB) ) 



WorkiDi; t-'apcra 
Year Ended December 31, 1048 
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Bad debt reserve 

(f) An examination of the accounts receivable indicated that a 
reserve of $1,500 00 was required 

Bad Debts 700 00 

Reserve for Bad Debts 700 00 

To iQcrease the reserve for bad debts to $1 500 00 


Provisions for depreciation — computed as indicated in the journal 
entries 


(g) Beprec stion — Store Buldiog 2 00000 

Reserve for Depreciation — Store Building 2 000 00 

To provide depredation at 5% of $10 000 00 
cost 

(h) Depreciation — Store Fixtures 300 00 

Reserve for Depreciation — Store Fixtures 300 00 

To provide depreciation at 7H% of 000 00 
cost 


fl) Depreciation— Delivery Equipment 600 00 

Reserve for Depreciation — Delivery Equip- 
ment 600 00 

To provide depreciation at 20% of $3 000 00 
cost 


0) Depreciation— Office Equipment 150 00 

Reserve for Depreciation — Office Equipment 150 00 

To provide depreciation at 7H% of $2000 00 
cost 


Third step The working papers (page 169) are completed by 
applying the adjusting journal entries and extending the adjusted 
balances The inventory at the end of the year was \alued at 
$46,500 00 

When there are many adjustments, some accountants include 
m the working papers a column headed Trial Balance After Adjust- 
ment, m which are shown all account balances after applying the 
adjusting journal entries Working papers mth such columns are 
illustrated on page 171 

Fourth step The statements are prepared from the figures shown 
m the Profit and Loss, Surplus, aud Balance Sheet columns of the 
working papers 

The statement of profit mid loss on page 172 contains charges for 
bad debts and for depreciation Note that the charge for bad debts 
is shovTi as a general expense the charges for depreciation of store 
building, store fixtures, and dehvery equipment are shown as selling 
expenses because these assets are used in selhng and dehvering 
merchandise, the depreciation of office eqmpment is shown as a 
general expense 
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Exhibit C 


THE MONTGOMERY COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31 , 1948 


Gross Sales 

Deduct Returned Sales and Allowances 
Net Sales 

Deduct Cost of Goods Sold 
Inventory, December 31, 1&47 
Purchases 

Deduct Returned Purchases and Allowances 
Total Inventory and Purchases 
Deduct Inventory, December 3l, 1&43 
Gross Profit on Sales 
Deduct SeUing Expenses 
Salesmen a Salanas 
Advertisinj? 

Delivery Expense 
Miscellaneous Selbng Exiiense 
Depreciation 
Stonj Btnloliag 
Store Fixtures 
Dehveo Equipment 
Net Profit on Sales 
Deduct General Expenses 
Insurance 
Taxes 

Office Salaries 
Office Expense 

Depreciation — Office Fqujpment 
Bad Debts 

Net Profit on Operations 
Add Other Income 
Dehiery Income 
Rent Income 
Discount on Purchases 
Net Profit on Operations and Other Income 
Deduct Other Expenses 
Interest Expense 
Discount on Sales 
Net Income 


* 200,00000 

500 00 


$199,500 00 


$170 000 00 
1 200 00 


« 2,000 aa 

300 00 
COO 00 


$ 35,000 00 

168,800 00 
$203,800 00 
46 500 00 


$ 9,000 00 
4,875 00 
2,150 00 
800 00 


2 900 00 


$ 40000 

450 00 
3 600 00 
2 000 00 
15000 
700 00 


$ 600 00 
400 00 
1 300 00 


$ 1.500 00 
l,7e0 00 


157,30000 
$ 42,200 00 


19,72500 
S 22,475 00 


7,200 00 
$ 15,270 00 


2 300 00 
$ 17,575 00 

3 250 00 
$ 14 325 00 


THE hlONTGOMERY COMPANY Exhibit B 


Statement of Surplus 
For the Year Ended December 31, 1943 
Surplus, December 31, 1947 $24 800 00 

Add Net Income, per Exhibit C 14 323 00 

Total $39,120 00 

Deduct Dividends 9 000 00 

Surplus, December 31, 1918 $30 12 1 00 


In the balance sheet on page 173, observe especially the method 
of deducting the balances of the reserves from the related asset 
account balances, to show the nH book values of the assets. 
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THE MONTGOMERY COMPANY ExWbit A 


Balance Sheet 

December 31, 1948 


Assets 

Current .'Isscts: 

Cash 

.\ccounts Reccivablo . 

Deduct It&scrcc for Bad DebU 

Delivers' Income Bceeivablc. 

Inventorv . . . 

Total Current .Assets 

? 5,000.00 

$25,000.00 

1,500.00 23,500.00 

100.00 
-Ri, 500.00 

$ 75,100.00 

Fixed jVssct-s: 

Hand 

Store Building. . 

Deduct Itcscrx'C for Depreciation . . 

Cost Less Depreciation . 

Store Fixtures 

Deduct Rescix'e for Dcnrcciation 

$10,000.00 

$10,000.00 

10,000.00 

30,000.00 

$ 1,000.00 

1. "'00.00 


Cost I-ess Depreciation 

Deliver}' Equipment 

Deduct Rcsctx'c for Depreciation . 

Cost Less Depreciation 

Oflicc Equipment .... 

Deduct Rcscn'c for Depreciation 

2.500.00 

$ 3,000.00 

1,500 00 

1.500.00 

$ 2,000.00 
.550 00 


Cost Lcss Depreciation 

Total Fi.\cd .Islets — Cost Lcs-s Depreciation 

1,450.00 

45, -130.00 

Prepaid Expenses; 

Catalogues 

Unexpired Insurance 

$ 375.00 

300.00 


Total Prepaid Expcase.s 


075.00 
$121.22.5 01) 

Liabilities and Net Worth 

Current Lhltilitic?: 


.Iccnicrl Interest on Mortgage 

300.00 


Total Current Liabilities 


$ 15,303.00 

Fixcrl Liabilities; 

Mortgage on Real E-statc 


25,000.00 

DefcrnHl Income; 

Rent Collected in .Vdvance 


SOO.OO 

Xct Worth: 

Capital Stock 

$50,000.00 

30,125.00 


Total Xct Worth 


$0,12.5 00 



fl! 

1 


Xo depreciation -reserve has been provided for the land. Land 
used :is a building site is n fixed asset U'hich docs not depreciate. 
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Ftfth step. The adjasting journal entries are posted, and the 
following clo'ing journal entries arc made and posted to the ledger 
accounts; 


Sales 

Profit and Loss 

To close the Sales account 

200,000 00 

200,000 00 

Profit anJ Loss 

Returned Sales and Alien ances 

To clos^ the Returned Sales and Allonaaces 
account 

500 00 

500 00 

Profit and Loss 

Inventory 

To charge Profit and Lose nith the inventory at 
the beginning of the period. 

33,000 00 

35,000 00 

Profit and Lass 

Purchases 

To close the Purchases account 

170,000 00 

170,000 00 

Returood Purchases and Allowances 

Profit and Iviss 

To close the Returned Purchases and Alloa ances 
account 

1,200 00 

1,200 00 

Inventory 

Profit and Loss 

Inventory at the end of the year 

40,000 00 

40,500 00 

Profit and Loss 

Salesmen’s Satanes 

Advertieiru; 

Delivery Lxi»ense 

Miscellaneous Selling Expense 
Depreciation--Store Building 

Depreciation— Store Futures 

Depreciation — Delivery Equipment 

To eleme the selling exjiense accounts 

19,725 00 

9.00000 
4,875 00 
2,150 00 

800 00 

2.000 00 
300 00 
000 00 

Profit and Loss 

Insurance 

Taxes 

Office Salaries 

Office Expense 

Bad Debts 

To close the general expense accounts 

7,200 00 

400 00 
450 00 
3.500 00 
2000 00 
isaoa 

70000 

Delivery Income 

Rent Income 

Discount on Purcliases 

Profit and Ia»s 

To close the other income accounts 

600 00 
400 00 
1,300 00 

2,300DO 

Profit and Tass 

Interest Expense 

Discount on Sales 

3,250 00 

1,500 00 
1,750 00 


To close the other expense accounts 
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ProSt and Lo'n': 14,o2j.OO 

Surplus 14.32o.CO 

To transfer the net mcome to Surplus. 

Surpltrs 9,000.00 

Dividend' 9,000.00 

To cIo;c the Di^-idends account. 

Sixth step. Journal entries reversing the adjustments for de- 
ferred and accrued items are made and posted under date of Jan- 
uar}' 1, 1949. 


.\dverti.dnic ... . . 

Catalocru^ . . . .... 

To rc'.mrse the adjustment for catalogue';. 

37.3.00 

375.00 

Insurance 

Unexpired teurance , . . 

To reverse the adjustment for unexpired insur- 
ance. 

300.00 

300.00 

Rent Collected in .Vdvance 

Rent Income 

To reverse the adjustment for unearned rent. 

SOO.OO 

SOO.OO 

Deliverv Income 

DoliTCrj' Income Receivable 

To rc'.Trsc the adjustment for accrued. de!i\x;rx- 
income. 

ICO.OO 

100.00 

.Accrued Interest Pay.able 

Interest Expense 

300.00 

300.00 


To reverse the adjustment for accrued iIltcre^t. 

The adjusting entries for bad debts and depreciation are not re- 
versed. 

Classification of accounts. Accounts are of tvo principal classes ; 
real and nominal. 

The balances of real accounts are used in the preparation of the 
balance sheet: they show assets, liabilities, and net worth. Real 
accounts remain open after the books have been closed. 

The balances of nominal accounts show the changes in surplus 
during the period: they are used in preparing the statement of profit 
and loss and the statement of sirrplus. Nominal accounts are 
closed at the end of the period. 

The following are illustrations of these two classes of accounts: 

Ecal accounts: 

Cash. 

Accounts Receivable, .and Reserve for Bad Debts. 

Fixed asset af'counis. and the related reserves for depreciation. 

Accounts Payable. 

Capital Stock. 

Surplus. 
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Nomircl accounts 
Store Rent 
Salarj accounts 
Taxes 

Deh\er 3 Income 
Dmdenda 

Some accounts ho'scever cannot classified as either real or 
nominal For instance the Ad\ertismg account m the tnal balance 
on page 16S has a balance of So 2o0 00 this balance mcludes 

A real element the cost of catalogues on hand SSTo 00 
A nominal clement — the ad -erti_ ng expense for the period, $4 87o 00 

Such an account is called a mixed account \n adjustmg entry was 
made transfemng the real element to a prepaid expense account, 
and the Adt ertismg account was thus left with a balance repre«ent- 
mg onij the nominal element 

The Sales account is another illustration of a mixed account 
Credits to the Sales account mclude two elements the cost of the 
goods sold or the decrease m the asset of merchandise (a real ele- 
ment) and the gross profit or loss on the sales (a nominal element) 
Do statements show facts or opinions’ Manj people seem to 
think that accountmg is a mathematicallj exact science, and that 
the profit and loss statement, the statement of surplus, and the bal 
ance sheet are statements of fact — absolute facts to the last pennj 
You ha\e progressed far enough m the studj of accountmg to know 
that the statements are based on inan> estimates The provision 
for bad debts is an estimate based on somebod% s guess as to the 
coUectibihty of the recei\ ables A pro’iTsion for depreciation is an 
estimate ba'ied on a guess as to the probable useful hfe of a fixed 
asset As 3 ou progress m the studj of accountmg j ou will find 
that manj other matters are the subject of opimon and estimate 
Objection to the term net worin In recent jears a number of 
accoimtants ha\e advocated discontmumg the use of the term net 
north m balance sheets, and substitutmg some other term such as 
owners equity Their argument runs somewhat as follows 

A balance sheet does not •'how v aluations at which the assets 
could be conv erted mto cash. 

The reahzable v alue of the receiv ables is only an estimate 
The merchandise is not stated at the price at which it could 
be sold 

The fixed assets are shown at cost less depreciation based 
on an estimate of useful life and not at the price at which 
thej could be sold 
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Prepaid expenses, although properly deferred from an ac- 
counting standpoint, may have little or no cash value. 

Since the assets are not stated in the balance sheet at what they 
are ‘'worth,’' in the sense of what could be obtained for them 
in cash, the excess of the total of the asset side of the bal- 
ance sheet over the total liabilities is not necessarily, or 
even probably, the amount the owners woidd have left 
if they disposed of all the assets and paid the debts. 

Therefore, the term net v'orlh is misleading because it im- 
plies that the assets are stated at what they arc “worth.” 

Some title such as owners’ equity would be better because it 
does not carry the implication of "worth,” or present 
realizable value. 

Although it is true that the assets are not shown in the balance 
sheet at realizable values, and although it also is true that many 
uninformed people may not be aware of that fact, the author doubts 
whether the mere substitution of the term owners’ equity for net 
worth would be sufficient to clear away the misunderstanding. Al- 
though the proposed change in terminolog}* may be desirable, it 
seems advisable, particularly in an introductory text, to use terms 
■which are in accordance with present practice. 



CHAPTER 13 

Di5COuntin3 Notes Receivable 

Purposes of discounting notes receivable Instead of borrowing 
inone> from a bank by discounting our own note payable, as dis 
cussed in Chapter 7 we may obtain funds from a bank by endorsing, 
and transferring to ttie bank, any notes rccci\ able held by us w hich 
are acceptable to the bank 

The payee of a note may endorse it and transfer it to a creditor 
to apply on account, if the creditor is willing to take it 

Endorsements Paper which is payable to the order of a named 
payee must be endorsed by the payee if it is to be transferred by him 
to some other party thus, if P I\ Hamilton, the payee of the 
illustratue note on page 78, wishes to transfer the note to John 
Smith Hamilton must endorse the note bj writing his name across 
its back The party who endorses a note is called an endorser, the 
party to whom the note is transferred is called an endorsee 

By the act of endorsement of a negotiable promissory note, the 
endorser assumes an obligation (subject to certain defenses) to pay 
the note to a subsequent holder if the maker fails to pay it at ma- 
turity This obligation is called a conUngent liahbly For a com- 
plete discussion of the nature of the contingent liability of an en 
dorscr and the nature of his defenses you are referred to any good 
text on the law of negotiable instruments 

Paper which is payable to bearer can legally be transferred by 
delivery without endorsement however, the party to whom the 
paper is to be transferred may require that it be endorsed, m order 
to make the transferor contingently liable for its payment 
Endorsements are classified and illustrated as follows 

(1) Unqualified endorsements (the transferor assumes the full 
contingent liability imposed by law upon an endorser) 

(a) In full (shows the name of the party to whom the 
paper is transferred) 

Pay to the order of 
John Smith 
F K Hamilton 

Tho paper isBtill payable to order, that is Smith must 
endorse jt in order to transfer it 
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(b) In blank (does not show the name of the party to 
whom the paper is transferred): 

F. K. Hamilton 

The paper is now paj’-able to bearer and can legally 
be transferred by subsequent holders without en- 
dorsement. 

(2) Qualified endorsement (the cndoi'scr limits his contingent lia- 

bility by inserting the words Without Recourse) : 

(a) In full : 

Pay to the order of 
John Smith 
Without Recourse 
F. K. Hamilton 

(b) In blank: 

Without Recourse 
F. K. Hamilton 

One who endorses without recourse materially lessens his 
contingent liability as an endorser. He warrants that the 
paper is valid and that he has a good title to it, but he does 
not assume a legal obligation to pay the note merely be- 
cause the maker docs not do so. 

(3) Restrictive endorsement (which must be in full): 

(a) To prevent further transfers: 

Pay to John Smith only 
F. K. Hamilton 

(b) To make the endorsee an agent for a special purpose: 

Pay to the order of 
First National Bank 
For collection 
F. K. Hamilton 

Accommodation endorsements. A person who is not a party to 
a negotiable instnimcnt may endorse it for the purpose of lending hi-^ 
credit. .\s an illustration of an endorsement for thi« purpose, as- 
sume that John Brown nTshes to borrow 81,000.00 from tlie bank, 
and that the bank will not make the loan unless some j^erson of groii 
financial standing will endorse the note. Fred T^Tiite agrees to ac- 
commodate Brown in this w.ay. Brown makes a note p.ayable to 
the bank, and \Miite endorses it, thereby assuming a contingent lia- 
bility to pay the note if Brown fails to do so. 
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Proceeds of a discounted note receivable. The proceeds of a 
discounted note receivable are computed as follows: 

First, determine the value of the note at maturity (this is the 
amount which the holder of the note will be entitled to col- 
lect from the maker at maturity). 

The maturity value of a non-interest note is the face. 

The maturity value of an intenst-bearing note is the face 
plus the interest for the full period of the note. 

Second, determine the discount period, or time from the date 
of discount to maturity. 

Third, compute the discount at the agreed rate, on the value 
at maturity, for the discount period. 

Fourth, deduct the discount from the value at maturity. 

Let us compute the proceeds of two notes receivable discounted 
Maker B Bates C Co!e 

Date of note August 1 August 1 

Time from date of note to d aturit> 60 days 60 daj'S 

Date of discount August 11 Augiut 11 

Distovmt penod— or Uroe from dale of discouat lo 
maturity 50 days 60 days 

Bate of interest borne b\ the note None 

Date of discount chafed Q% 6% 

Computation of proceeds 

race of note $6,000 00 $6,000 00 

Add interest from date of note to maturity. 

The Bates note does oot bear interest 

Interest on the Cole note at 5H% for IXldays is 55 00 

Value at maturity . . . $6,000 00 $6,055 00 

Deduct discount at 6% for 50 days 
50 days’ interest on $6,00000 . . 60 00 

50 days’ interest on $6,055 00 ... 50 46 

Proceeds . ... $5 950 00 $6 004 54 

Discoimting notes receivable at the bank. Let us assume that 
tve own the Bates and Cole notes, which are recorded in the Notes 
Receivable account as follows 


Notes Receivable 



1 

Aug 1 B Bates 60 da 

6,030 30l 

1 C Cole 60 da 5}i% 

6,000 30| 


Let us now assume that we discount these notes at the bank on 
August 11. Since we part with the notes, it may seem that the 
Notes Receivable account should be credited. But we should re- 
member that, in order to transfer the notes to the bank, we must en- 
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dorse them, and thus render ourseU'cs contingently liabk for their 
pnjTnent. This contingent liability should be shown in the ac- 
counts. Therefore, we shall credit an account called Notes Receiv- 
able Discounted, as illustrated in the following entries'^: 

Brdes note — for tr/n'e/i tec receive lc?s than the face: 

Cosh , . .i.O'iO.OO 

Interest E'cpf’n-^ . . . . .... 50.00 

Notes Itceeivnb'.e Discounted . C.OiIKt.OO 

Note of B. Bates dijcountcd at bank at 6"^. 

Cole note — for xchich xce receive more than the face: 

Cash ... C.OOkot 

Notes Receivable Discounted 0,000.00 

Interest Income . . . 4.5-1 

C. Cole's note discounted at b.ank at 

The Notes Receivable and Notes Receivable Discounted ac- 
counts now appear as follows: 

Notes Receivable 

1 n ^ i 

0,00000 I . 1 

I O.OOO'OO, is ! 1 . 

Notes Receivable Discounted 

- jr, — ' i~ 

Vua. U B. B.ates - G.OOOOO 

I i .U-C-Cole , . 0,000 00 

The net balance of the two accounts is zero, showing that we own 
no notes receivable. 

Discounting notes receivable with a creditor. Let us assume 
that, instead of discounting the notes receivable at a bank, we trans- 
ferred them on August 11 to a creditor, J. B. Houston, to apply on 
our account payable liability to him: let us also assume that (hey 
were discoimted at GCc^ proceeds, therefore, were the same 
computed above. Our entries to record the discounting of the notes 
with our creditor arc shown below; 

Bates note — for xchich xce rcecixx less than the face: 


J. B. Houston S-KO.OO 

Interest Expense. 50.00 

Notes Rccc!\’nb!c Di'eountcd G,DCO.C 0 


Note of B. Rntc^ tmnsfc.-ro-i on .'leonmt, clreeuntri 
at 0 ^-. 

• The inustmti'.-e cntrhr' thro’ruh.-'ut this cha'i‘er are pven in cerera! joam.'.I frrm 
for simrhrity of cxpbn.nli'-i'; it vid l-e urder-trtxi tEit c.atrie- for ea.-;; rc-r-rirn* and 
dBbursements v.-ou!d bo nrade in the ca.'h books. 



I‘>— ^ 

Aug. II B. Bates GO da. I 
3 C.CoIeCOda.ol^rc! 
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Cole note — for ukich we receive more than the face 

3 B Houston 6 004 54 

Isotes Receivable Discounted 6 000 00 

Interest Income 4.54 

C Coles 5’^% note transferred on account dis 
counted at 6% 

Discounted note paid by maker at maturity. Assume that Bates 
and Cole paid their discounted notes at maturity to the bank if 
they were discounted there, or to Houston if thej were transferred 
to him We no longer ha\e any contmgent habihty, and can there- 
fore make the following entries 

Notes Receivable Discounted 6 000 00 

I^otes Receivable 6 000 00 

To eliminate the Bates note and conbngent Lability 
from the accounts 

Notes Receivable Discounted 6 000.00 

^ otea Receu able 6 000 00 

To elirruoate the Cole note and conUngent Lability 
from the accounts 

The two ledger accounts appear as follows 


Notes Receivable 


1&— 

Aug 

iS B Bates €0 da 

eooolo^ 3 (Jb Bates 

coooU 


ijC Cole CO da 

COOOOOl 30|C Cole 

6000 00 


Notes Receivable Discounted 


19— 

1 1 

I 1 

Sept 30 B Bates 

eOGOnO Aug lllB Bates 

eooo'oo 

30 C Cole 

6 00000 ll|C Cole 

1 6,00000 


Discounted note dishonored fay maker An endorser cannot be 
held on his contingent habihty for the pajonent of a discounted 
note recei\ able unless the holder (endorsee) has presented it to the 
maker at maturity demanded and not received payment, and given 
proper notice of dishonor to the endorser 

Let us assume that Bates and Cole dishonored their notes at 
maturity and that the holder took the proper steps to enforce collec- 
tion from us Our entries will be 

For payment of Bates note — wkidi did not hear interest 

B Bates 6 000 00 

Cash 6 000 00 

Paid (bank or Houston) the Bates note discounted by 
us and dishonored by him 

(The paj ment is charged to Bates because we have a 
right to enforce collection from him ) 
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Note<5 Receivable Discounted C 000,00 

Notes Rccei%'r.ble ’ 

To eliminate the Bates note and the contingent h'abil- 
it}' from the accounts. 


c.rvM.oo 


(Tlii.s entrj' L= m.aclc because there is no longer anv' 
contingent liability on the note. The contingent 
liability developed into a real liability, and was paid.) 


For paj/mcji( of Cole note — which bore intcresA: 


c. Cole 0,015.00 

Cash 0,05.5.00 

P.aid (bank or Houston) the Cole note discounted bv 
us and dishonored by him, and 5^ 57c interest thereon 
for 00 day.s. 

Notes Receivable Discounted 0,000.00 

Notes Receivable 6,000.00 

To eliminate the Colo note and contingent liability 
from the accounts. 


Disposition of Notes Receivable Discoimted account. You 
should observe that the entn' debiting Notes Receivable Discounted 
and crediting Notes Receivable is made by the endorser at the ma- 
turity of a discounted note, regardless of ichcthcr the note is paid by 
the maker or by the endorser. If the note is paid by the maker, the 
endorser has no further liability. If the note is dishonored by the 
maker, the contingent liability becomes a real liability. 

Protest, In some cases, notice of dishonor can be given to the 
endorser infonnallj', either oralh* or in writing. In other cases, pro- 
test and foiTnal notice of dishonor are required. 

Protest is a formal declaration in writing by a notary- public to the 
cdect that he ha.s presented an instrument to the person primarily 
liable thereon and demanded paiTnent. and ihat the instrument ha.= 
been dishonored. Notice of protest is sent by the notart* public to 
the maker and to all the endorsers. 

The holder of the paper (the endorsee) engages the sendees of the 
notary' public and pays his fee, which he charge.^ to the endorser. 
The endorser is then obligated to pay the face of the note, the prote,'t 
fee, and any accrued interest. 

Let 11 .“= assume that the Cole note, discounted by u<. was dis- 
honored and protested, and that the protest fee was S2.04. Our 
entrie.s at the time of pajunent will be: 

C. Colo . 0,057 Of 

C.'v.^h .. ... - 0,03i.0-t 

Payment of di-honorod note, 5ntoro-it, ar.d prott-'t 
fco. 

Notc^ Roif ivablo Di'"oun?C'l ... ... O.fW'i.fVj 

Not<" RccoivaWo. . . . 

To cHminato tho C. C^'!" note and t! rua'ircen; 

Inbility fmm tho accounts. 


O.CCO CO 
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Purpose of Notes Receivable Discounted account It shotUd be 
understood that the Notes Receivable Discounted account is to be 
used to show the contingent habJity on paper which we have owned 
and ha\e transferred to other parties, thus assumin g a contingent 
liabibty as a result of our endorsement 

If we discount our own note pajable, the transaction should be 
recorded bj a credit to Notes Payable, to show the direct habilitj 
Notes receivable and notes receivable discounted m the balance 
sheet Assume that a company's accounts with notes recei\ able and 
notes recei\able discounted appear as follows. 


Notes Receivable 


J 1 $031 th — 30 da. 1 

J1 

1 1 jia- 

k lOOO'oo'jab 

,| 

^ Smith 1 

IcrsL iooo|oc 

J6 I'b 2 000'00 

10[ Brown — 30 da. | 

, 

h 2 0000M 



20! White— 60 da I 
2of Green — 60 da. | 

! J3 

i 

jc 2 50000 
,d 3 OOOO 0 S 

loj 


1 1 


Rotes Receivable Discounted 


19—1 J 

1 

JC b 200D,30ljune l5 Brown 

1 

Julj llOj Brown 

J2 b 2 00000 

1 1 |2 White 

J3 s 2 600'00 


These accounts show the following facts 

The Smith note was received on June 1 and was collected on 
July 1 

The Brown note was received on June 10, it was discounted 
on June 15, it matured on July 10, and the contmgent ha- 
bility was elimmated 

The White note was received on June 20 it was discounted on 
June 25 it has not jet matured, therefore there is a con- 
tmgent habibty of S2,500 00 

The Green note was received on June 25, it has not yet ma 
tured, and the company therefore has an asaet of $3,000 00 

The balance sheet should show the note receivable asset of 
$3,000 00 and the contmgent Lability of $2,500 00 The asset and 
the contmgent habibty can be determmed from the balances of the 
two accounts, as follows 

Debit balance of Notes Receivable account to 500 00 

Credit balance of Notes Receivable Discouated account — 
amouattobcshownasacontinecntliability 2 500 00 

Net balance of the two accounts — amoimt to be shown as note 
recc vable asset 


$3 000 00 
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The note receivable a53et is shoT\'n in the balance sheet on the 
asset side. The contingent liability on notes receivable discounted 
is usually stated in a footnote. The procedure is illustrated below; 



NAME OF COMPATtY 


Balance Sheet 


July 31, 19— 

Assets 

I.tsbtlitics iicr* iTct Vr'erth 

Cn.sh 

$ 7.50.00 Liabilities; 

Accounts Reecia-ablc ... . 

2,S.53.09 Accaunts Pas-- 

Notes Receivable 

3,000.00 able ? 2,00.0 00 

Inventory' 

G,7S0.00 Notes Payable . 1,000.00 $ 3,000.00 


Net Worth: 



C.apit.al Stock. . 

. $10,000 00 


Surplas . 

3^ 00 

10.3^0 00 

S1.3,.3SOOO 


.‘tl.k3«0 00 


A'ofe. On July 31, 10 — , the company wa.® contingently liable on notes 
receivable di=couutcd in the amount of S2,o00.00. 


Discounted notes taken from debtor on accoimt. Assume that 
Fred Dutton is indebted to us on an account receivable, and that he 
wishes to transfer to us, to apply on account, two notes which he 
holds and which are described as follows: 


Interest 

Maker Date Time P.ate Fare 

James M.nccc Juno 1 CO d-nys — .SJ.OOt.OO 

Horace Ileald “ 10 CO daj's C*^ 6,000 00 

We are willing to take these notes from Dutton on June 1-5 at a value 
determined by discounting them at G9c- The proceeds are com- 
puted as follows: 


Maker . Masec Iluild 

Date of note . . . Juno 1 Jun*' ]0 

Period of note . ro d-y- <: ly; 

Maturity July 31 Au;. 0 

Date of di^count . .. . June 1.0 Jun'' 15 

Di -count period JC d.\ya 50 <iiy3 

llato of interc't on note . . . — C% 

Rate of discount ch-arKcd by U-. . . O'**- C' - 

Computation of proceed-: 

Pace of note 33.000.0*3 .3CJ3n*3.CO 

Add interest on note from date of i--min~e to 

maturity 0*1 

Value at maturity S-kOM.CO S'j,C’'j‘1CO 

Discount at do'.ucteJ bv <u: 

0:i $3,00*3 00 for !C day--.' 23.0!3 

O.n $6,030.00 for 55 day- .... '3 

Proceeds 'ISSTi (^1 - 
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Entries at acquisition 

Notes Receivable 3 000 00 

Interest Income 23 00 

Fred Dutton 2,977 00 

James Magee 60-day non interest note due July 31 
taken from Dutton on 6% discount basis to apply on 
account 


The $23 00 credit to Interest Income ja the amount we will earn by 
carrying the note from June 15, the date of discount to July 31, the 
maturity 

Notes Receivable 6 000 00 

Interest Income 4 45 

Fred Dutton 6 004 45 

Horace Heald 60-day 6% note due August 9 taken 
from Dutton on 6% discount basis to apply on ac 


We charge the $l 45 to Interest locome because when we collect the note 
and interest the Interest Income account will be credited with $60 00 
The Interest Income account wiU then appear as follows 


Interest Income 

JunellSl n 4]45|.\ug] 9| Tj ^ 

and the resulting credit balance of $d5 55 will be the net amount we 
wiU earn by carrjnng the note from June 15 the date of discount, to 
August 9 the maturity 

Observethat nhenweieceiveanoteonadiscountedbasis thedebitiato 
Notes Rece vable — not to Notes Receivable Discounted The Notes 
Receivable Discounted account is used to show the contmgent habihty 
on notes which we endorse and transfer to others 


Entries at maturity if note is collected from the maker, 

If, at the matunty of the notes, they are collected from the 
makers, the entries are as follows 


Cash 

Notes Receivable 

Collection of note from James Magee 
Cash 

Notes Receivable 
Interest Income 

Collection of Horace Heald note and interest 


3000 00 

3 000 00 


6 060 00 

6 00000 
60 00 


Entries at maturity if note ts not collected from the maker 

If, at the matunty of the Botes, they are not collected from 
the makers but are immediately collected from Fred Dutton, 
the endorser, the entnes will be the same as those shown 
abo\e, except that the explanatory comment will mdicate 
that the collections were made from the endorser 
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If the notes are dishonored by the makers, and are not immed- 
iately collected from the endorser, they should be charged 
back to the endorser from whom we received them, b}* en- 
tries as follows; 

Fred Dutton 

Xotc'i Receivable 

To charge Dutton ■R'ith the Magee note tahen from 
Dutton to apply on account, and dishonored by 
Magee. 

Fred Dutton 

Xotcis Receivable 

Interest Income 

To charge Dutton nith principal of, and interest on, 
the Hcald note taken from Dutton to apply on ac- 
count, and dishonored by Heald. 


6,000.00 

6,000.00 

60.00 


3,000.00 

3,000.00 



CHAPTER 14 

Bills oF Exchange. Registers 

BHls of Exchange 

Definition. The following defimfioa is quoted from the Uniform 
Negotiable Instruments Act 

A bill of exchange is an tmeonditional order m wntmg 
addressed one person to another «jgned bi the person 
giMng it requiring the person to whom it is addressed to 
pay on deman J or at a faed or determinable future time a 
sum certam m mone> to order or to bearer 

The parties to a bill of exchange are 

The draper — the person who wgns the order 
The drawee — the person to whom the bill is addressed and who 
IS ordered to make the pajTucnt 
The pajee — the person to whom pajment is to be made 

Classification. Bills of exchange, or drafts, may be classified 
as follows 

(A) As to the nature of the parties 

(1) Bills drawn on banlis 

(2) Bills drawm on parties other than banks, these are 

known as commercial bills 

(B) As to the number of parties 

(1) Three-party drafts — m which A orders B to pay C 

(2) Twoparty drafts — ^m which A orders B to pay A 

In such a draft A is both the draw er and the pay ee 

Smte there are alway s three parties to a draft (draw er, 
drawee, and payee), it would be more precise to use 
the expression ii,o-pcrson draft when one person i® 
both drawer and pay ee Howe% er, iiio-parfy 
draft IS the customary terminology 

(C) As to the tune when payment is to be made 

(1) Sight drafts— payable immediately upon presentation 

to the drawee 

(2) Tune drafts — ^payable after a lapse of tune 

188 
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Bills Drawn on Banks 

Bank check. A check is a bill of exchange; it i? a written order 
in which the depositor (as drawer) orders the bank (a' drawee) to 
pay a certain sum of monej' to a named person or to bearer. The 
payee is usually a third party, but the drawer may also be the payee. 
If a check is drawn payable to “Cash,’’ the drawer is also the payee. 
Checks are payable at sight. 

Certified check. A certified check is a check, drawn in the usual 
way, which has been presented by the maker or the payee to the 
bank upon which it is drawn, and wliich has been cerlified by the 
bank. 

Certification is accomplished by an officer or employee of the 
drawee bank by writing (or rubber-stamping and writing) across the 
face of the check; 


CERTIFIED 
First National Bank 

/S. 

Cashier 


The certification is an assurance by the bank that the drawer of 
the check has funds on deposit to meet the check, and that sufficient 
funds will be set apart from the depositor's account to pay the check 
when it is presented for payment. The maker may ha^•e the check 
certified because the payee wdll not accept it otherwise: sometirnc-s 
a payee will have .a check certified because he docs not wi'h to ca''h 
it immediately but wishes assurance that it can be ca-hed when 
presented. 

Bank draft. A bank draft is a bill of e.xchangc drawn by a bnnk 
against its deposit in some other bank. 

To illustrate the use of bank drafts, assume that .lohit Brown, 
li’v'ing in a small town in Iowa, wishes to make a remittance to a 
creditor in Kew' York. The creditor may refuse to accept BrowtiV 
check on his local bank because he is not certain that Brown ha-s a 
deposit there, or because the creditor in New York cannot ca'h a 
check on a country bank without paying an cxchancc fee. Browm 
therefore buys a draft drawn by his local bank on it< deposit in a 
Chicago bank, paying for it in c.ash or by a check payable to }ii= 
bank, and sends the draft to his creditor. Ylien Brown btiys the 




190 


BILLS OF EXCHANGE 


[Ch t4 

bank draft, he may, as a precautionary measure, have it made paya- 
ble to himself rather than to his creditor, and then endorse it to the 
creditor, if the draft is made payable to the creditor and becomes 
detached from the remittance letter, the creditor may be unable to 
determine from whom he received it. 


FIRST STATE BANK 

No 13 ,, 

Farminf^on Tnwa September 22, 

Pay tn th. nf Brovm 

$300 00 

Three Hundred no/100 — - -- - 


Douglas national Bank 


/ 

Chicaeo. Illinois 

Cashier 


Bank Dra/t 


When Brown buys the draft from his bank, he may be required 
to pay the bank a small exchange fee for the sen.'ice Such a fee is 
charged to Collection and Exchange. 

Cashier’s check, A cashier’s check is a check drawn by a bank 
against itself. 



To illustrate the use of the cashier's check, assume that Brown 
hved in Chicago instead of in an Iowa village. The creditor might 
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still bo unwilling to accept Brown’s personal check for fear it would 
prove worthless; but a cashier's check drawn by a Chicago hank 
against itself would usually be as acceptable to the creditor as a draft 
drawn by the Cliieago bank against a deposit in a New York bank, 
because it would not be subject to the deduction of a charge for an 
exchange fee. 

Two-Party Commercial Bills 

Two-party sight draft. In the following sight draft, the same 
party (J. Iv. Graf & Co.) is both drawer and payee. 

SIOO.QO Chicago, Illinois, July 20, jp-- 

A" sight Pay to oj-der of OURSELVES 


One Hundred-no/100 Dollars 

C. V. Olander 

Decatur, Illinois. 


d i 

Two-Party Sight Drait 

Although the drawee is ordered by the drawer to pay the draft 
immediately upon presentation to him by the payee, he is under 
no obligation to do so unless he luis agreed in advance to honor 
the draft. 

Two-party sight draft for collection of an account. Two-party 
sight drafts are sometimes used in an attempt to obtain collection of 
a past-due account. To illustrate, assume that Olander owes 
Graf A Co. -SIOO.OO on open account and pays no attention to letters 
requesting pajnnent. Graf ct Co. draw the above ckaft, endorse it as 
follou's; 

Pay to the order of 
First Xational Bank of Chicago 
For Collection 
J, K. Graf <L' Co. 

and leave it with the First Xational Bank. Tills bank in turn en- 
dorses it to some bank in Decatur, preferably the bank in whi<-h 
Olander keeps his account. The Decatur bank then iiresents it to 
Olander for payment. .-Vlthourh Olander is under no greater oblige.- 
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tion to pay the draft than he is to respond to the collection letters, 
he may do so m order to preserve a good credit standing with hi^ 
bank 

If Olander pays the draft to his local bank, that bank will remit 
the proceeds to the First National Bank of Chicago, after deduction 
of a collection fee The Chicago bank may also charge a collection 
fee 

The entries to be made by the two parties to a sight draft drawn 
for purposes of the collection of an account receivable are illus- 
trated below 


Sequence of Cnlnes* 

July SO — Draft drann by Graf d. Co 

Graf (L Co should make no entry at the time of drawing the draft since 
the draft may not be collected If it is not collected, no entry of any 
kind will be made 

July S$ — Draft presented to Olander by Decatur bank 
If Olander refuses to pay the draft w hen it is presented to him he will make 
no entry If he paj s the bank the amount of the draft, he w ill make the 
following entry 

J I\ Oraf Co 
Cash 

Payment of sight draft 

July S3 — Proceeds credited by Chicago bank to Graf d Co 
When Graf d Co receive notice from the Chicago bank that the draft has 
been collected and that the proceeds (after deduction of S 30 collection 
fees charged by the Decatur and Chicago banks for their services) have 
been credited to their account, they will make the following entry 

Cash 99 70 

CoUectun and Lxchange 30 

C \ Olander 100 00 

Proceeds of sight draft 

Two-party sight draft for COD. shipment When the seller 
of merchandise which is to be shipped by freight wishes to make the 
sale on C 0 D terms, he may obtam an order bill of lading from the 
railroad When an order bill of lading is u'^ed, the purchaser cannot 
obtain the merchandise from the earner without presenting the bill 
of lading 


• Illastrative entries throughout this chapter are given in general journal form for 
simplicity 


100 00 

100 00 
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The seller attaches the bill of lading to a sight draft payable to 
himself, lie endor^^es the bill of lading and the draft, anil loaves 
them with his bank. The bank sends the draft, with bill of lading 
attached, to a bank in the purchaser’s city: this bank notifies the 
purchaser that it holds the .'^ight draft and the bill of lading. The 
purchaser goes to the bank, pays the draft, and obtains the bill of 
lading. The bank returns the proceeds to the sliipper’s bank, wiiich 
credits the shipper’s account. Either or both of the bante may 
charge a collection fee. 

C.O.D. shipments may be made bj’’ freight without using a sight 
draft and order bill of lading, since railroads will undertake to collect 
the amount of the invoice from the purchaser of the goods and remit 
che money to the seller. 


Sequence of Entries 

August 12 — Wheeler & Co. sell mcrchandi<{c to James Kent, iermt sight draft 
with bill of lading attached. 

Wieeler & Co. make the follomng entiy: 

James Kent. 500 00 

Sales 500 00 

Sale to Kent, terms, sight draft with bill of lading 
attached. 

Avgust llf — Kent is notified by the railroad that the good<t haie been recciicd, 
and he is notified by the bank that the sight draft has been n- 
ceived. He goes to the bank, pays the draft, and rcccti cs the bill 
of lading; he presents the bill of lading to the railroad and rc- 
cehes the nicichandi'^e. 


James Kent makes the following entries: 

Purchases 500 00 

Wheeler <S. Co 500 00 

Purchase of merchandi'^i, term.', s/d, b/1 (me,aning 
sight draft with bill of Lading). 

Wnicclcr&Co . . 500 00 

Cash . *>00 00 

Payment of sight drift 

August lo — Wheeler & Co. arc notified by their bank that the draft on Kent 
has been coUeded, and that the proceeds, have been, 

credited to their account. 


IMicolcr & Co. make the following entry; 
C.a>h 

Collection and K-cehingo 
Janie-- Kent . .. 

Kcecipt of proceeil-- of draft 


. ... 490 50 
.50 

50000 
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Two-party time draft. A two party timo draft is illustrated 
below 


°° Chicago niinois, 19’.; 

Thirty days after date p^y OURSELVES 


One Hundred-no/IOQ — - - Dollars 

To George Hill 

Freeport Illinois 


Two-Party Tim* Draft 

Acceptance. A time draft should be presented to the drawee to 
obtain his agreement to pay it at maturity This agreement is 
called acceptance of the draft and is expressed by wntmg across the 
face of the draft 

Accepted 

(Drauee s signature) 

After a time draft has been accepted by the drawee, it is called an 
acceptance Thus the word acceptance has two meanings the act of 
accepting, and an accepted draft 

Tune drafts may be payable 

(1) A certain penod after the date of the paper, in such cases 
the time is expressed thus 

'‘Thirty days after date, pay to the order of (etc ) ’’ 

A draft drawn on June 15, payable thirty days after date, 
will be due on July 15, regardless of the date on which it is 
accepted ftince ftie date ol acceptance has no hearing on 
the matunty of the draft, the date of acceptance need not 
be shown 

(2) A certain period after the date when the draft is accepted 
by the drawee, the tune may be expressed thus 

“Thirty days after s^t, pay to the order of (etc ),” or 
“At thirty days’ sight, pay to the order of (etc ) “ 

A draft drawn on June 15, payable thirty days after sight, 
and accepted on June 20, will be due on July 20 Since 
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the date of acceptance of such a draft determines the date 
of its maturity, the date of acceptance should be shown, 
thus: 


Accepted 
June 20, 19 — 

(Drawee’s signature) 

Accounts with notes and acceptances. An accepted time draft, 
like a promissory' note, is a debtor’s written agreement to pay a cer- 
tain sum of money at a fixed or determinable future date. There- 
fore, most accountants record acceptances receivable in the xsotes 
Receivable account, and acceptances payable in the Notes Payable 
account. 

Although a few accountants prefer to keep separate accounts 
ndth Notes Receivable and Acceptances Receivable, and separate 
accoimts with Notes Payable and Acceptances Payable, tins distinc- 
tion is usualh’ considered unnecessary. 

Two-party time draft for collection purposes. Two-party time 
drafts arc occasionally used to reduce a past-due account to a written 
promise to pay. If a debtor will not pay his account, he may con- 
sent to give a promissory note or accept a time draft. If a time draft 
is used, it is drawn by the creditor and sent to the debtor for ac- 
ceptance. 

If the debtor accepts the draft, the follou*ing entries arc made by 
the two parties: 

Drawee’s journal entry: 

Creditor's nnmc 

Notes Payable 

To record acceptance of draft 


100.00 

100.00 


Drawer's journal entry: 

Notes Pcccivahle 100.00 

Debtor's name . . 100.00 

To record receipt of accejitancc. 

Two-party time draft per terms of sale. Sometimes the terms 
of sale require the purch.aser of merchandise to accept a time draft 
for the amount of the invoice. Tliis is desirable from the seller's 
standpoint for two reasons: first, the debtor's obligation is reduced 
to writing and has a definite maturity: second, the seller can dis- 
count the acceptance. 

If the purchaser has establi.^hed a credit standing with the seller, 
the merchandise is shipped on a straight bill of lading and the draft 
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is sent to the purchaser for acceptance. To assure obtaining ac- 
ceptance of the draft before delivery of the goods, a draft with an 
order bill of lading attached may be sent to a bank in the pur- 
chaser’s city. The purchaser must accept the draft before the bank 
will release the bill of lading. 


Sequmce of EtUnes 
Selims entry at time of sale 

Customer’s name 300 00 

SaJes . 30000 

of mercEandise, terms, 30-day acceptance 


purchaser's entry at time of receipt of goods and acceptance of 
draft 


Purchases 300 00 

Creditor’s name 300 00 

Purchase of merchandise, terms, draft due 30 days after 
aght 

Creditor’s name 300 00 

^ote9 Payable 300 00 

Acceptance of 30-day draft for amount of purchase to- 
day 


Seller^ 8 entry when acceptance ts received 

Kotes Receivable 80000 

Customer's name 30000 

Acceptance received 


A time draft drawn by the seller on the purchaser of goods sold, 
accepted by such purchaser, and bearing on its face the evidence 
that the draft arose from a sale of merchandise, is called a trade ac- 
ceptance. 


1 
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Trade acceptances are used in connection -vrith transactions of 
the nature just described. 

Three-Party Commercial Bills 

Three-party sight draft. The following is an illustration of a 
three-partj’’ sight draft; 

$ 100.00 
At sight 
C, H Dawson 

One Hundred-no/100 

Value received, and charge to the account of 

D. B. Perkins 

San Francisco, California 


Three-Parti- Sight Draft 

To illustrate the use of such a draft, assume that: 

Perkins (living in San Francisco) 

owed SIOO.OO to 
Luther Gi'dng in Cliicago) 

who owed .?100.00 to 
Dawson (li\-ing in San Francisco). 

Luther drew a draft ordering Perkins to pay Dawson; if the pay- 
ment was made, both debts were settled by one transfer of money 
in San Francisco, tN-ithout the transfer of ftmds from San Francisco 
to Chicago, and back again. 

In the early daj”?, before the development of bank facilities, such 
drafts were not infrequently used, particularly when the drawee 
and the payee lived in the same city and a considerable distance 
from the drawer. With the bank facilities which arc now gencrallj' 
available for the transfer of funds, such drafts are rarely used. 
Perkins would probably send a check to Luther, and Luther would 
send one to Dawson. 

The entries of the tluree parties are shown below: 

When Luther draws the draft and sends it to Daicson: 

.tilthough Luther docs not know that the draft will be paid, 
he makes the entrj' shown on page 19S on the assumption 
that it will_be paid. 



Chicago, 111., July 15, 19-- 

Pay to the order of 
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C n. Daireon 100 00 

D B Perkias 100 00 

Sght draft drawn oa Perluns in £a\ or of Dawson. 

Lutber makes this entrj because he is not sure that either 
partj Villi notifj him if the draft is paid, but he can be sure 
that Dawson will noti^ him if Perkin.^ refuses to pay it 
If Dawson does bo notifj him, Luther will reverse the entrj 

If Dairson coUecls the draft from Per} ine 

Dawson vnll make the foilovting entry 

Ca«h 100 00 

E G Lutb'-r 10000 

Collected from D B Perkins the draft drawm by Luther 

Perkins will make the following entry 

E. G Luther 100 00 

Ca>h 10000 

Paid C H. DaaiOQ the draft drawn Luther 

If Datrson faUe to collect (he draft from Perhne 
No entrr will be made bj Dattson or Perkins Dawson will 
notif} Luther of the failure to make the collection, and 
Luther will make the following entry 

D B PerkUM 10000 

CIL Dawson 100 00 

To rererw eotrj mad** wh<»n draft wae drawn on PerLuw 
la favor of Dawson. Perkuis refused to pay the draft. 

Three-party time drafts Jhree-party time drafts are also nearly 
ob'^olete To illustrate the entnes incident to their use, assume that 
the three-partj draft used as the ba«xs of the preceding illustration 
had been dravra to mature 30 dav-s after date 


TVhen Luther draus the draft and sends it to Daicson 

Luther wiif make the foifowiug entiy 

C JL Dawson 100 00 

D B Perkins 

Drew 30-day draft on Ferkm!^ favor of Daw eon. 

If Perhns accepts t}<e draft 

Dawson vnll make the followmg entry 

’S oles Eecei \ able 100 JX) 

E. G laither 

D B PerkuM accepted 33-dav draft drawn by E. G 
Luther 
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Perkins will make the following entrj- if he accepts the draft 
drawn by Luther; 

E. G. Luther 100.00 

Notes Payabio 100.00 

Accepted 30-day draft dra^vn by E. G, Luther, favor of 
C. II. Dawson. 


If Pcrlitifi refuses to accept the draft: 

No entrj’- mil be made by Dawson or Perkins. Dawson mil 
notify Luther that Perkins refused to accept the draft, and 
Luther will reverse the entrjr he made when he drew the 
draft. 

TT/tcn Perh'jis pays Dawson: 

Dawson will make the following entry: 

Ca.sh 100.00 

Notes Receivable .. ... 100.00 

Collected draft drawn by E. G. Luther on D. B. Perkins. 

And Perkins mil make the following entrj’: 

Notes P.a^'able 100.00 

C.a-sh 100.00 

Paid draft drawn by E. G. Luther, favor of C. II. Daw- 
son. 

Discounting acceptances receivable. Acceptances receivable 
may be discounted in the same manner that notes receivable are dis- 
counted. To illustrate the discounting of an acceptance receivable, 
assume the follo's^ig facts: 

On July 10 we sold merchandise to J. H. Gorham, for .SCOO.OO. 

In accordance with the tenns of the sale, we drew a 30-day 
draft, dated July 10, on Gorham for the amoimt of the in- 
voice. Gorham accepted the draft. 

On Jul}' 14 we discounted the acceptance at the bank, llie 
discount rate was G^, and the proceeds received from the 
bank were .?,a97.-i0. 

Our entrj* to record the discounting of the acceptance receiv- 
able is; 


Cash 307. !0 

Intcri«;t Expen-e . 2 •'/) 

Note-: Revoivable Di-cotin‘od tinooi 


Di'eouJifcti CiorLam acv-eprancc. 
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Renters 

Notes receivable register. If many notes and acceptances are 
received, it is desirable to keep a supplementary record called a 
Notes Receivable Register, where spaces are provided for more de- 
tailed information about the notes and acceptances than can be 
entered in the Explanation columns of the Notes Receivable account 
Tins register is a supplementary book, the entries m it do not take 
the place of those m the journal and the ledger, but details can be 
omitted from the Explanation columns of the ledger account 

An illustration is presented below It shows (1) the illustrative 
transactions, (2) the entries (m journal form) to record them, (3) the 
accounts, and (4) the notes receivable register 

Peterson note 

On May 12, a 30 day, non interest note for 51,000 00, dated 
May 12, payable at our office, was received from 0 B 
Peterson, to apply on account 

Note Ileceirabl® 

0 B Peterson 

On June 11, the note was collected 

Caah 1,00000 

Note Beceii'eble 1,000 00 


1,000 00 

1,00000 


Smith note 

On May 21, a 6d-day, 6% note for 51,500 00, dated May 20, 
payable at the State Bank, was received from H D Smith 
to apply on account 

Note Receivable 1,500 00 

H D Smith 150000 

On July 19, when the note matured, the maker dishonored it, 
and it was charged back to his account 


H D Smith 

Notes Receivable 
Interest Income 


1,515 00 

150000 
15 00 


On July 21, Smith paid us 5315 00 in cash, and gave us a new 
6% note, payable in three months at our office, for $1,200 00 


Cash 

H. D Smith 


315 00 

315 00 

1300 00 


Notes Recevv&ble 
H. D Smith 


1,200 00 
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Norton acceptance: 

On July 24, we drew a S900.00 draft on Heim* Norton, paj'- 
able GO daj’s after date. Norton accepted the draft, and 
returned it to us. We recei\-ed it on Jul}' 25. 

Notes Receivable •, 000.00 

Henrj- Norton 000.00 

The acceptance has not yet matiued. 

Dudley note: 

On Julj' 26, a .$500.00 non-interest note dated July 23, due in 
GO days, payable at our office, was received from Frank 
Dudley to appl 3 ' on account. 

Notes Receivable 500.00 

Frank Dudley , . 500.00 

On Jul}’^ 29, this note was discounted at the State Bank; the 
discount rate was G%, the discount period was 54 daj's, and 
the discount was $4.50. 


Cash 495.50 

Interest E.xpense 4.50 

Notes Receivable Discounted 500.00 


Forbes note: 

On August 23, Kenneth Armstrong offered to transfer to us a 
note for $3,000.00 signed bj" Henrj' Forbes, paj'ablc to Arm- 
strong, dated August 11, due in GO days without interest. 
We agreed to take the note at its discounted value; discount 
rate, 6%. 

Notes Rcceirable 

Interest Income 

Kenneth /Armstrong 

Tliis acceptance has not matured. 

Link acceptance: 

On September 3, G. S. Wilson drew a draft for $500.00 on 
Da\'id Link, payable to us 30 daj-s after sight. We pre- 
sented the draft to Link on September 5, and lie accepted it. 

Notes Receivable 500.00 

G. S. Wihon 500.00 

iUthough the acceptance is paj'able by Link, we credit Wilson 
because it was Wilson who was indebted to us, and Link is 
making the pajment for Wilson. 


3,000.00 

24.00 

2,970.00 
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The Notes Receivable and Notes Receivable Discounted ac- 
ounts appear as follows 



Notes Receivable Discounted 

1 1 I 


The notes recen able register appears on page 203 The letters 
the first column indicate whether the paper is a note or an accept- 
ice The letters J, F, M, and so forth at the head of the narrow 
ilumns indicate months of maturity, and the numbers m these 
lumns indicate the dates of maturity 

The Notes Receivable account has a deb t balance of $0,100 00 
his balance is the total of the last five notes and acceptances in the 
gister 

The Notes Receivable Discounted account has a credit balance of 
00 00, the face of the Dudley discounted note 

Notes payable register An illustration of notes and ac- 
ptances payable transactions is presented below 

Bank loan 

On March 1, we discounted at the First National Bank our 
60 day note for $5 000 00 discount rate 6% 

Cash 4 950 00 

Interest Expense 60 00 

Notes Payable 5 000 00 

Slocum acceptance 

On March 10 we accepted a 30-day sight draft for $1,150 00, 
drawn by Frank Slocum on March 9, payable at bis office 

Prank SJocutn 115000 

Notes Payable 1,150 00 

On April 9, the acceptance was paid 

1 150 00 


Notes Pajable 
Cash 


1,150 00 
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Bailey note: 

On March 17, we gave George Bailey a 6%, two-month note 
for $750 00. 

George Bailej 

Kotes Payable 

Lee acceptance 

On March 24, Louis Bennett drew a 30-day sight draft on us, 
payable to Wilham Lee, for $1,000.00 We accepted the 
draft on March 26. 

Louis Bennett 1,000 00 

KoUsPajable 1,000 00 

The Notes Payable account appears below. 


750 00 

75000 


Notes Payable 


o! 

j 1,15 o[oo!’\I^ 

1 


5,000 

I 1 

1 11^ 



1,150 

1 1 

1 { 

17c 


750 

1 1 

[ II: 

26} 


1.000 


The notes payable renter appears on page 203. 


8888 



CHAPTER 15 

The Voucher System 

Purposes of the voucher system. The voucher system involves 
the use of: 

Vouchers. 

A voucher register. 

A check register. 

A voucher used in connection with a voucher sj'stem is a docu- 
ment which must be prepared before a check can be drawn to make 
a cash disbumement, and which serves the very desirable purpose of 
pro^nciing safeguards against in}propcr and unauthorized disburse- 
ments. In a small business the proprietor may sign all the checks: 
before signing a check, he can satisfy liimself that the disbursement 
is a proper one. In large businesses this work must be delegated to 
others, and the system of office procedure and internal control should 
be such as to give assurance that responsible employees have satis- 
fied themselves as to the propriety of each disbursement : also there 
should be doemuents supporting the disbursements to indicate 
what member of the organization satisfied liimself of the propriety 
of the disbursement and approved it. A voucher is such a docu- 
ment; it contains spaces for the initials or signatures of the various 
persons who checked the invoices or other papers related to the 
transaction and who authorized the disbursement. 

The voucher register is a book of original entry with numerous 
columns wliich provide many of the advantages of the cohminar 
books of original entn,' discussed in preceding chapters. .-Vs will be 
explained in this chapter, the voucher register also serves the pur- 
poses of a subsidiary accounts payable ledger: therefore, it has the 
added advantage of saidng labor by eliininating postings to such a 
ledger. 

The check register is a cash disbursements book under another 
name. Because the voucher register contains numerous colunms 
for accounts to be debited for expenditiu-cs, the chock register is 
usually a very simple book, with few columns. 

Voucher S 3 *stem routine. The operation of a voucher sx’stem 
involves the folloning steps: 

(1) Preparing the voucher. 

(2) Recording the voucher in the voucher register. 

205 
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(3) Filing the \ ouchcr until the date of payment, if payment is 

to be made at a later date. 

(4) Paying the voucher 

(5) Recording the payment 

(6) Fihng the paid voucher 

(1) Preparing the voucher Chapter 5 contains a descnption of 
the method of checking invoices received from creditors (See 
pages 55 and 56 ) If a voucher system is m use, the checking of the 
invoice IS followed by the preparation of a voucher. The face and 
back of a voucher are illustrated on page 207 

The steps m the preparation of this voucher were as follows 

(a) A voucher clerk typed the information shown on the face of 

the voucher and in the Summary section on the back of 
the voucher 

(b) The voucher clerk attached to the face of the voucher the 

invoice and any other documents related to the transac- 
tion Ho then sent the voucher to the controller 

(c) The controller examined the voucher and the documents 

attached to it, and assured himself that the checking of 
the invoice, as described m Chapter 5, had been performed, 
and that R E Johnson & Company actually owed the 
amount of the voucher His signature on the voucher 
indicates that he made this examination 

(d) The face of the voucher indicates that merchandise was 

purchased and that a liability of $270 00 was incurred 
These facts had to be recorded In a large business, much 
of the work may be done by assistant bookkeepers who 
must be told what accounts to debit and credit There- 
fore, the back of the ■voucher may be pnnted with the 
names of accounts most frequently debited, and blank 
hnes may bo left on which to write the names of other ac- 
counts which may be debited Before the voucher was 
given to the assistant bookkeeper to be recorded, the head 
bookkeeper (or some other employee competent to do so) 
filled in the Distnbution section on the back of the voucher 
to indicate the debit to be made by the assistant book- 
keeper The name of the account to be credited is not 
stated on the back of the voucher, because all credits are 
made to a liability account called Vouchers Payable^ 

(2) Recording the voucher When a voucher system is used, all 
vouchers are recorded in a special lx>ok of onginal entry called a 
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R, E. JOHNSON & COMPANY 

3pi3 North V'estem Avenue 
Chicago, Illinois 

Payee Oshorne Conpany, 

Voucher No. ‘^93 

D.ate July 6, 19 -- 

Terms >’ 

n„„ July 12 

215 West Canal Street, 



Chicago, Illinois 

Check No. 


1 


Invoice Date 

Invoice No. 

Amount 

July 3, 19— 

2597 


270.00 

Cash Discount 



2.70 

Net 



267.30 


Approved Passed for Pajmcnt 

" Controller Treasurer 


Face of Voucher 


Distribution 

Summar>' 


Vnnrlirr Kn 1693 


n.t. July 6. 19- 


Date Due ^2, 19-- 


Advertising 

PniM 


Deliver}* Expense 


CJ 

ZI Amniint. of rhfv*V . . 


2 Tr. Osborne Company, 


Ufneers baiancs 

. 2 ; 215 W. Canal Street. 

Stationers' & Printing . . 

U 

.= Chicacto, Illinois. 


° , 270.00 

Discount 2jj_0 

, 267.30 







Total -2.70.00 



Back of Voucher 
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loxicher register The illustration on page 209 shows how the voucher 
on page 207 was recorded m a voucher register 

Note the following facts with respect to the voucher register 

Numerous explanatory columns are provided at the left for 
miscellaneous mformation about the transactions 
The Vouchers Payable column is a credit column, the amount 
of each voucher is recorded in this column, and the column 
total is posted at the end of the month to the credit of the 
controUing account with Vouchers Payable The Vouchers 
Payable account is the Accounts Payable controlhng account 
imder a shghtly different name 
All the other columns are debit columns Special columns are 
promded for all accounts frequently debited (Later illus- 
trations contain many more special col umns ) Debits to 
accounts for which special columns are not provided are 
recorded by entnes m the Sundry Accounts debit section at 
the right of the register where space is provided to write 
the names of the accounts debited as well as the amounts 

The entry m the voucher register debits Purchases and credits 
Vouchers Payable 

(3) Filing the voucher until payment After the voucher was 
recorded m the voucher register it was folded (at the line mdicated 
in the illustration on page 207, of the back of the voucher and with 
the documents inside) and was filed m a tickler A tickler is a file 
divided into sections by months, subdivided by days 

The illustrative voucher shows that a 1% discount can be taken 
if payment is made within 10 days from the date of the invoice It 
also shows (on the Date Due hne) the date when payment should be 
made so that the remittance will reach the creditor m time to justify 
taking the discount This date is July 12 Therefore, the voucher 
is filed in the July 12 space of the tickler, so that it will receive 
attention on that date 

You can now see the jjuipose of the Summaiy section on the back 
of the voucher This section shows most of the important facts 
relative to the \ oucher The v oucher is filed with this section facing 
to the front, anyone looking through the voucher file for a particular 
voucher can locate it without beii^ obhged to open the vouchers to 
read from the face 

(4) Paying the voucher On July 12 the voucher was taken from 
the tickler and sent to the treasurer for approval of pajnnent The 
treasurer examined the documents, and authonzed the payment by 
sigmng the voucher on the hne “Passed for payment ” The cashier 
then performed the operations stated on page 210 
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The cashier 

(a) Drew a check 

(b) Entered m the Summary section (on the back of the 

voucher) the date of payment, the number of the check, 
and the amount of the check 

(c) Sent the check to the creditor 

(d) Sent the \ oucher to the bookkeeper, for recording of pay- 

ment 

(5) Recording the payment The notations made by the cashier 
in the Summary section on the back of the voucher (on the hnes for 
Date Paid, Check No , and Amount of Check) furnished the book 
keeper with all the information that he required to record the pay- 
ment The recording of the payment included 

(a) Making an entry in a check register 

The check register on page 211 shows how the payment was 
recorded Observe that the entry shows the number of 
the check issued and the number of the voucher paid 
Vouchers Payable account is debited, and Discount on 
Purchases and Cash arc credited 

(b) Writing notations in the Date Paid and Check No columns 

of the voucher register Obseiwc the notations m these 
columns in the voucher register on page 211 

(G) riling the paid voucher After the entry was made m the 
cheek register and the notations were made m the voucher register, 
the voucher was filed in a paid voucher file Paid vouchers usually 
are filed in numerical order, so that they can be found easily 

Since each voucher is signed by persons having authonty to 
approve the expenditure, and has attached to it the creditors in- 
voice and any other supporting documents, it furnishes evidence of 
the propnety of the entries in the voucher and check registers 

Vouchers for immediate disbursements The preceding dis- 
cussion shows the procedure to be followed if some time elapses 
between the drawing of the voucher and its payment The pro 
cedure is exactly the same for traiKactions invohnng the immediate 
payment of the voucher except that step 3 (the fihng of the % oucher 
in a tickler to await the payment date) ls omitted The other steps 
are 

Prepanng the voucher 

Recording the voucher in the voucher register. 

Paying the \ oucher 

Recording the payment 

Piling the paid voucher 
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You maj wonder why an entry is made in the voucher register 
with a credit to Vouchers Pajable (a habihty account) when pay- 
ment IS made imm ediately The reason is '\^en a voucher system 
is m operation, no check can be drawn without a supporting voucher 
and each voucher must be recorded, the credit to the Vouchers 
Payable account in the \ oucher register is immediately offset by a 
debit to Vouchers Paj able m the check register 

Extended illustration A voucher register and a check register, 
containing the record of a month s transactions, appear on pages 214, 
215, and 216 To provide a large number of distributive debit 
columns, the voucher register extends across two facing pages (In 
the illustration, the left page is printed abo\e the nght page ) 

You should observe how these transactions are recorded m the 
voucher register and the check register 


Summary of August Transactions and Entnes 
Aug 1 — Received merchandise from Barnard A Co 

Voucncn Registxb Check Reoistbr 

Purchases (Later) 

Vouchers Payable 


3 — ^Patd freight on merchandise purchased 

Vouciren Reoisteb Check Register 

Freight In Vouchers Payable 

Vouchers Payable Cash 

The date paid and check number are entered in the voucher 
register (This should be done each time a voucher is paid.) 


4 — Paid Daily Nens for advertising 


Voucher Recistep 
Advertising 
Vouchers Payable 


Check Register 
Vouchers Payable 
Cash 


4 — ^Paid freight 

VoLciiEa Register Check HECtSTEK 

Freight In Vouchers Payable 

Freight Out Cash 

Vouchers Payable 


6 — Paid Da\ is Supply Co for office supphes and stationery 
Voucher Register Check Register 

Office Supplies Vouchers Payable 

Stationery and Pnntmg Cash 

Vouchers Payable 
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/ — ^Paid G. E. W'ilson for note and interest: 

VouciiER Register Check Register 

Notes Payable Vouchers Payable 

Interest Expense Cash 

Vouchers Pa 3 'able 

The debit to Notes Paj-able was entered in the Sundn,- Accounts 
section. 

8 — Paid Barnard & Co. voucher 1: 

Voucher Register Check Register 

(Notations in Date Paid and T'ouchers Paj-able 
Check Number columns) Discount on Purchases 

Cash 

10 — Received merchandise from L. N. Wliitelv: 


Voucher Register 
Purchases 
Vouchers Pavable 


Check Register 
(Later) 


15 — ^Paid store rent for the month: 

Voucher Register Check Register 

Store Rent T^ouchers Pa.vable 

Vouchers Payable Cash 

The debit was entered in the Sundry Accounts columns. 


17 — Received merchandise from F. R. IMason & Co. : 


Voucher Register 
Purchases 
Vouchers P.aj-able 


Check Register 
(Later) 


19 — Paid L. N. Vliitely voucher 7 : 

Voucher Register Check Register 

(Notations in Date Paid and Vouchers Paj-able 
Check Number columns.) Discount on Purch.ascs 


23 — Paid Acme Garage for August rent: 

Voucher Register Check Register 

Deliveiy Expense Voucliers Paj'able 

T'ouchers Paj-able Cash 

26 — ^Received merchandise from George Martin: 

Voucher Register Check Register 


Voucher Register 
Purch.ascs 
Vouchers Pavable 


(Not paid in August) 
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You should understand that the lUostration on these two pages represents two wide 
facing sheets of a voucher register The left side of the register appears at the top of 
pages 214 and 215 The right Side of the register appears at the bottom of the two pages 


Left page 
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Voucher 






















216 


THE VOUCHER SYSTEM 


CCh.15 


26 — Paid F R Mason & Co voucher 9: 


Voucher Register 
(Notations in Date Paid and 
Check Number columns ) 


Check Register 
Vouchers Payable 
Discount on Purchases 
Cash 


28 — Purchased postage stamps 
Voucher Register 
Postage 

Vouchers Payable 


Check Register 
V'’ouchers Payable 
Cash 


30 — Received merchandise from Dalton «fe Doane 


Voucher Register 
Purchases 
Vouchers Payable 


Check Register 
(Not paid in August) 


31 — Paid salaries for the montli 

Voucher Recister Check Register 

Salesmen’s Salaries Voucher^ Payable 

Debverj Expense Cash 

Office Salaries 
Officers’ Salanes 
Vouchers Payable 


The foregoing transactions are recorded in the voucher renter 
on pages 214 and 215, and in the following check registei. 


Check Register 


Check 

No 

Date 

Payee 

Voucher 

No 

Debit 

Vouchers 

Payable 

Cr£DIT 

Discount 
on Pur- 
chases 

Cash 


1&-I 









1 


15 

C N W Ry 

2 

11 

0( 



i; 

00 

2 



Daily News 

3 

15( 

oc 



151 

00 

3 


4 

C N W Ry 

4 

3o 

» 



35 

X) 

4 


5 

Davis Supply Co 

5 

105 

K) 



105 00 

5 


7 

G E Wilson 

6 

1,005 

» 



1,005 00 

6 


8 

liarnard & Co 

1 

1,500 

K 

3G 

X 

1,470 00 

7 


15 

B N Hames 

8 

200 

X) 



200 

x> 

8 


19 

L N Whitely 

7 

3,500 

)0 

35 

10 

3,465 

00 

g 


23 

Acme Garage 

10 

23 

00 



25 

00 

10 


26 

F. R Mason A Co 

9 

2,600 

M 

52 

M] 

2,548 


11 


28 

Postmaster 

12 

25 

X) 



25 

XJ 

12 


31 

Payroll 

11 

850 

00 



850 

00 






10 013 

00 

117 

00 

9.896 

ou 






(11 


(71) 


(1) 
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Posting from the voucher register. The entries in the Sundrj' 
Accounts debit section should be posted during the month. At the 
end of the month, the columns of the voucher register are footed. 
The total of the footings of the debit columns should be compared 
with the footing of the Vouchers Payable credit colrnnn to see that 
the debits and the credits in the voucher register are equal. Post- 
ings are then made as follows : 

Credit; Vouchers Payable — column total. 

Debits: Totals of all special debit columns. 

Posting from the check register. At the end of the month, the 
columns of the check register arc footed, and the total of the Vouch- 
ers Payable debit column is compared with the sum of the totals of 
the tw’o credit columns (Discount on Purchases and Cash). Post- 
ings are then made as follows: 

Debit: Vouchers Payable — column total. 

Credits: Discount on Purchases — column total. 

Cash — column total. 

Use the letters Ch R in the ledger accoimts to indicate postings 
from the check register. 

Elimination of accounts payable ledger. VTien a voucher sj’s- 
tem is in use, a subsidiary ledger with accounts payable is not re- 
quired; the individual liabilities at sxiy date can be determined by 
merely noting the unpaid items in the voucher register. To illus- 
trate, posting the totals of the Vouchers Payable column in the 
voucher i-egister and the Vouchers Payable column in the check 
register will produce the following controlling account: 


Vouchers Payable 


as>— 

.•tug. 31} ICUII 


I 

10,013’00]Aug. 31 


VRl I 13,03S;00 


Tliis account has a credit balance of $3,625.00. The indi\idual 
liabilities making up this total are the items in the voucher register 
which have no notations in the Date Paid and the Check Number 
columns. 

A schedule of the unpaid vouchers can be prepared as follows: 


Schedule of Vouchers Payable 
August 31, 19 — 


Voucher 

No. 


Payee 


11 George Martin. . 

13 Dalton d: Do.ano 

Total 


.tmount 

1.730.00 

1.575.00 
S.COO.OO 
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Some companies bke to be able to detennme the purchases made 
from each creditor This can be done by keeping a file, with a card 
for each creditor, on which are listed the date and the number of 
each voucher payable to him Such a card might appear as follows 






■9!S?n 















■■ 








■■ 





This card can be referred to when it is desired to detennme the 
numbers of the vouchers payable to each creditor, and the vouchers 
can be obtained from the file 

Or, carbon copies of all vouchers may be made, and carbon 
copies of the vouchers payable to each payee may be ^ed together 
Partial payments If, when an invoice is received, it is known 
that It will be paid in installments, a separate voucher should be 
made and recorded for each installment If installment payments 
are decided upon after one voucher for the entire invoice has been 
made and recorded, a new voucher for each installment must be 
prepared and recorded 

To illustrate, assume that voucher number 200 was prepared on 
July 7 m the amount of $2,000 00, and recorded as shown in the 
voucher register on page 219 On July 20 it was decided to make an 
installment payment of $500 00 two new vouchers, numbers 255 
and 256, were prepared and recorded in the register with a notation, 
“See voucher 200 ' in the Explanation column the credits vere re-i 
corded in the Vouchers Payable column, the debit was also to thel 
Vouchers Payable account, and it was entered in the Sundry Ac 
counts debit section A notation, ‘ See 255 and 256 ' was made in 
the Date Paid and Check Number columns of the voucher register 
on the line for voucher 200, thus indicating how the habihty on 
voucher 200 was cancelled A check (number 945) was drawn m 
payment of \ oucher 255 it was recorded in the check register, and 
the date of payment and the check number were recorded in the 
1 oucher register on the line for voucher 255 

The voucher register and the check register are shown on page 219 
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Returned purchases and allowances. Assume that a purchase 
of merchandise costing $500.00 was made from Keith & Co. on 
November 5, and that voucher No. 2324 was prepared and recorded 
in the voucher register. Some of the merchandise was returned, 
and a credit memorandum (number 239) for $45 00 was received on 
November 9. A journal entry was made as follows: 

Nov 9 — Vouchers Payable (No 2321) 45 og 

Pctumed Purchases and AIlovaQccs 45 00 

Credit memo No 239. 

This entry was posted to the two accounts affected in the general 
ledger. In addition, a memorandum notation was made in the Re- 
marks column of the voucher register on the line for voucher 2324: 
“See journal entry for return, Nov. 9 “ Also, a notation was made 
on the face of the voucher, so that, when it w taken out of the tickler 
for payment,^ the cashier val! draw a check for on)y the vei amount. 

If there are enough returns and allowances to warrant it, a re- 
turned purchases and allowances book may be used. The entry in 
such a book ^>ould be made as follows: 


Returned Purclmses and AUowaiiees Book 


Date 

Name 

ExpIaoatioD 

Voucher 

No 

Amount 

19-i 
Nov 1 9 

1 Keith & Co 

Cr Memo 239 

2321 

1 isjoo 


Notations should be made m the Remarks column of the voucher 
register and on the face of the voucher, as described in connection 
with a journal entry. 

Notes payable. Several methods are available for dealmg with 
notes payable issued for merchandise or other purchases. The fol- 
lowing method will usually be found satisfactory: 

(1) Record the purchase m the usual way m the voucher renter, 

debiting Purchases (or another appropriate account) and 
crediting Vouchers Payable. 

(2) Make a journal entry for the issuance of the note, debiting 

Vouchers Payable and crediting Notes Payable. In the 
voucher register, indicate the issuance of the note by a 
memorandum, “Canceled by note,” in the Check Num- 
ber column. 

(3) At the maturity of the note, make a new voucher and record 

it in the voucher re^ster, debiting Notes Payable and 
crediting Vouchers Payable. 

(4) Record the pa 3 Tnent of the note by an entry in the check 

register, debiting Vouchers Payable and crediting Cash. 
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Journal entries charging Vouchers Paj’able should show the 
number of the voucherj thus : 

Vouchers Payable (No. 3) 

Notes Payable 

Exchange charges. K, at the time a voucher is dra^sm and 
recorded, it is known that the pajunent will be made by a bank draft 
or in some other maimer which will involve an exchange charge, the 
voucher may be made for the full amoimt of the disbursement, in- 
cluding the exchange, and Collection and Exchange can be debited 
either in a special column of the voucher register or in the Sundrj^ 
Accounts section. 

If the exchange charge is not known imtil the disbursement is 
made, at some date after the recording of the voucher, an entry^ can 
be made in the journal, debiting Collection and Exchange and credit- 
ing Vouchers Payable. For instance: 

On June 10, merchandise was purchased for SoOO.OO: voucher 
27 was prepared, and an entiy- was made in the voucher 
. register debitmg Purchases and crediting \'ouchers Payable. 

On June 25. a bank draft for SoOO.OO was purchased and mailed 
to the creditor; the bank draft was paid for by a check to the 
bank in the amount of $500.25, the S.25 bemg an exchange 
charge. 

An entr}' should be made in the journal as follows: 

Collection nnd Exch.'ingo . .25 

Vouchers- P.iyablc — No, 27. . .25 

Rtchanp? charged by bank on bank draft for ?.')00 00 purckved 
for payment of voucher 27. 

And an entry* should be made in the check register debiting 
Vouchers Payable and crediting Cash, S500.25. 

If exchange charges .are frequently* incurred, the journal entry 
procedure just described can be avoided by pro\-iding a Collection 
and Kxchange debit colunm in the check register. 


CHAPTER 16 

The Individual Proprietorship. The Partnership 


Forms of busmess organization. The three most common forms 
of business organization are 

The mdividual propnetorship 
The partnership 
The corporation 

The asset, hability, mcome, and expense accounts of an indi- 
vidual propnetorship a partnership, and a corporation m the same 
hne of business may be ver> similar The net worth accounts of a 
propnetorship and a partnership are similar to each other, but they 
difier from those of a corporation 

Individual Propnetorships 

Net worth accounts of a propnetorship In place of the Capital 
Stock, Surplus, and Dmdends accounts kept by a corporation, the 
books of an in^vidual propnetor contain the following accounts 
Capital account 

This account is credited with the propnctor's onginal 
investment, and with any additional investments 

Drawing account 

This account is debited with amounts withdrawn by the 
propnetor dunng the period 

The following accounts are illustrative 


James White, Capital 



Closmg the books The jiroeedure of closing the income and 
expense accounts to Profit and Loss is exactly the same in an mdi- 
222 
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vidual proprietorsliip as in a corjjoration. ^-Vssumc that the net 
profit for the year is $4,500.00: the Profit and Loss account is closed 
to the proprietor's Capital account, by an entry similar to the fol- 
lowing; 

Profit and Loss 4,500.00 

J.nincs White, Ciipit.ol 4,500.00 

To close the Profit and I./)ss account and transfer the 
net income for the year to the proprietor’s Capital 
account. 

Tlic closing procedure is completed by transferring the balance 
of the Drawings account to the Capital accomit, by an entry similar 
to the following: 

James White, Capital 2,050.00 

James Wliitc, Drawings 2,050.00 

To close. 

Proprietor’s accoimts after closing the books. After the books 
are closed, the Capital account and the Drawings account appear as 
follows: 


James White, Capital 



Balancing the Capital account. The proprietor’s Capital ac- 
count may be balanced and nilcd up to show the net worth at the 
end of the period, thus: 


Dec. 31| Drawings 
3li B.al.mce 


James WTiite, Capital 


I ! I 

J13 I 2,rv>0,00.1an.i P Invc'trncnt 
I J0,SM (X> FoK'I.V .\ddition.a! 
i i t S '■ vo-tment 

i* j , Dec., 31, N>! jirofit 

1 io.ciOOOo' 
i ■ i n9~'*L 

1 ! U.m. ll nahinre 


ICR h 7,:>00 00 

i 1 I 

;CR 2 I. .snow 
.112' 4.500 fX) 

; 13,.5IX100 

i 1 10,550*00 
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Working papers. The working papers of an indi'Wdual proprie- 
torship contain Trial Balance columns. Adjustment columns if 
required, Profit and Loss columns, and Balance Sheet columns. 
Instead of a pair of Surplus columns, the working papers of an indi- 
vidual proprietorship contam a pair of Capital columns. 

The working papers on page 225 do not contain Adjustments 
columns, because it is assumed that no adjustments are to be rngHp 

Statements. The profit and loss statement of an individual 
proprietorship does not necessanly differ from that of a corporation 
in the same line of business. 


JAMES WHITE Exhibit C 

Statement of Profit esd Loss 
For the Year Ended December 31, Ifi— 


Gross Sales 

Less Returned Sales and AUonanccs 
Kct Sales 

Less Cost of Goods Sold 
Purchases 

Lc&s Returned Purchases and Afiovrances 
Net Purchases 

Less Inventory, December 31, 19 — 

Cost of Goods Sold 
Gross Profit on Sales 
Less Expense 
Net Profit 


*48,00000 
1,000 00 
$47,000 00 


$35,00000 
500 00 
$34,50000 
4,000 00 

30,500 00 
$16,500 00 
12,00000 
$ 4,500 00 


Instead of the surplus statement prepared for a corporation, a 
statement of the proprietor’s capital is prepared. 


JAMES WHITE Exhibit B 

Statement of Proprietor's Capital 
For the Year Ended December 31, 19 — 


Investment, January 1, 19 — 

Add 

Additional Investment 
Net Profit for the Y ear — Exhibit C 
TotaJ 

Deduct Withdrawals 
Balance, December 31, 19 — 


$ 7,500 00 


$1,50000 

4,500 00 6 000 00 

$13,50000 
2,650 00 
$10,85000 


Ihe investment at the beguming of the jear and the additional invest- 
ments and drawings dunng the year were determined from the Capital and 
Drawings accounts 


The balance sheets o! an indiwdual proprietorship and a corpora- 
tion do not necessarily differ except in the net worth section. The 
balance sheet of an individual propnetorship shows the proprietor’s 



JAMES WHITE 
Working Papers 
Year Ended December 31, 10 
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capital in one amount, whereas the balance sheet of a corporation 
shows the capital stock and surplus. 



JAMES WHITE 

Exhibit A 


Balance Sheet 

December 31, 19 — 



IXabilifaes »ii4 Ttet Worth 

Cash 

$ 3,850 00 Inabilities 


Accounts Receivable 

9,000 00 Accounts Payable 

$ 6,000 00 

Notes Receivable 

2,000 00 Notes Payable 

2,000 00 

Merchandise Inventory 

4,000 00 Total Liabihties 

Net Worth 

James White, Capital — ^Ex- 

$ 8,00000 


hibit B 

10,85000 


$18 850 00 

$18 850 00 


The Partnership 

Nature of a partnership. “A partnersMp/’ as defined by the 
Uniform Partnership Act, “is an association of two or more persons 
to carry on, as co-owners, a business for profit.” 

The partnership and the corporation arc the two most common 
forms of organization by which two or more persons can join in a 
business enterprise. The partnership form is usually employed in 
comparatively small businesses requiring no more capital than can 
be contnbuted by a few partners, or m professional practices, such 
as law, medicine, and accounting, m which the relations of the firm 
to its clientele should involve a personal responsibility. 

The partnership contract. The partnership relation is created 
by a contract, which should be in writing. Among the more im- 
portant points to be covered by the contract, which is called the 
articles of partnership, are the following. 

(1) The names of the partners and the name of the partnership. 

(2) The date when the contract becomes effective. 

(3) The nature and place of busmen. 

(4) The capital to be contnbuted by each partner. 

(5) The duties of each partner. 

(6) The dates when the books are to be closed and the profits 

are to be divided. 

(7) The portion of profits to be allotted to each partner. 

(8) The drawings to be allowed each partner. 

(9) The length of time the partnership is to continue, and the 

rights of the partners in the event the partnership is 
dissolved 

(10) Provision for arbitration in the e\ent of disputes. 
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Net worth accounts of a partnership. The net worth accounts 
of a partnership are similar to those of a single proprietorship. 

A Capital account is kept with each partner and is credited 
with the amount of his original investment and with any 
additional investments. 

It is extremely important that assets invested by partners 
be recorded at their fair values at the date of the invest- 
ment. Assume, for instance, that a partner invests land 
and a building wliich he is carrying on his own books at 
$20,000.00, which was the cost to him less depreciation. 
At the date when he invests tliis property in the partner- 
ship, it is worth $25,000.00. If the property were re- 
corded on the partnership books at $20,000.00 and later 
sold for $25,000.00, all the partners would share in the 
profit: this would not be fair to the partner who invested 
the property and who should have received a $25,000.00 
capital credit for it. 

A Drawings account is kept with each partner. As. a general 
rule, all withdrawals made by a partner are charged to Iiis 
Drawings account. However, partners sometimes agree 
that each partner may draw a stipulated amount each month 
as his share of the estimated profits, and that any drawings 
in excess of that amount shall be regarded as withdrawals of 
investments, and shall be chai-ged to the Capital accounts. 

When the books are closed, each partner's Capital account is 
credited with his share of the profit, or debited with his 
share of the loss. 

The balance in each partner's Drawings account is transferred 
to lus Capital account. 

Each partner’s Capital account may be balanced, and the 
balance brought down. (Sec illustration on page 223.) 

Methods of dividing profits. The ratio in wiuch partners di\ide 
their profits or losses is called the projil and loss ratio. If partners 
make no agreement regarding the di\ision of profits and looses, the 
law assumes an agreemeiit to di\ide them equally, regardless of any 
differences in capital contributions, time spent in the business, 
or business ability. If partners make an agreement regarding the 
division of profits, without any mention of losses, the agreed method 
for the di^•ision of profits applies also to the division of losses. 
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Partners may agree to divide profits and looses in \anous wajs 
In this chapter i\e shall illustrate the followang methods 

(1) On a stated fractional basis 

(2) In the ratio of the capitals at the beginmng of the period 

(3) In the average capital ratio 

(4) Interest to the partners on their capital in\ estments, and a 

division of the remainder in an agreed ratio 

(5) Salaries to the partners, and a division of the remainder in an 

agreed ratio 

(b) Salaries to the partners, interest on their capitals, and a 
di\Tsion of the remainder in an agreed ratio 

Basis of illustration The Capital and Drawings accounts of a 
partnership ha\ e the following balances at the end of the year 

J L Lane Capital $10 000 00 

J L Lane Drawings $3 000 00 

D K Burton Capital 19 000 00 

D L Burton Drawings 4 000 00 

The mcomc and expense accounts ha\e been closed, and the 
Profit and Loss account has a credit balance of $12,000 00, repre- 
senting the net profit for the jear 

(I) Profits divided on a slated fractional basis To begin simply, 
assume that the profits are to be divided equally The entries to 
divide the profits and to close the Drawings accounts are as follows 

Entry to divide the profits 

Profit and Lo«s 

J L. Lane Capital 
D K Burton Capital 
To di^nde the net income equally 

After this entry is posted the Profit and Loss account appears as 
follows 


6 000 00 
6 000 00 


and Loss 


194S 




1 

194S 






Dec 

31 

Inventory 12/31/47 


4 0000( 

Dec 

3! 

Sales 


90 000 



31 

Purchases 


30 000,0C 


3! 

Inventory 12/31/48 





31 

Selling expenses 


13000^ 


3! 

D scount on pur 





31 

General expenses 


6 5000C 



chases 





31 

Discount on sales 


200 OC 








31 

Distnbution of net 











income 


1 









Lane 


6 000m 









Burton 


6 00om 
















9o 700100 
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Eniry to dose the Drawings acconiits: 

J. L. I^ne, Capital. . . 3,000.00 

J. L. Ijinc, Draw iiies. . 3,000 00 

To clo=e I>anc’s Dnii\iii^ account. 

D. K. Burton, C.apital 1,000.00 

D. K. Burton, Drawinp^ . ‘1,000.00 

To cloce Burton's Draw ings account. 


The entrie.s closing the Drawings accounts will be omitted from 
the remaining illustrations. 

As another illustration of the division of profits on a stated frac- 
tional basis, as.sume that the profits are to be di^'idcd in the ratio of 
25% to Lane and 75% to Burton. The entry for the division of the 
profits is: 

Profit and Lo« , . ... 12,000 00 

■T. 1. Lane. Capital 3,000 00 

D. K. Burton, Capital . 9,000 00 

To divide the net income in the ratio of 25''^ and 
75 9r. 

(£*) Division in the ratio of capitals at the beginning of the period. 
If the profits are to be divided in the ratio of the capitals at the be- 
ginning of the period, it nill be necessary to determine these capital 
balances bj’ reference to the ledger accounts. The Capital accounts 
of the partners appear below; 


J. L. Lane, Capital 


1918 

1 

I 

, ) !194S 

1 

! 1 

,lune 

' b 

1 ! 

1 oOOiOO’.Ian. 

ll 

110,000 00 

Nov.] 

ij 

1 

! i,o0o;oo;.\ug. 


I 2 ,ooo;oo 



D. K. Burton, Capital 


194S 

1 


! 1 

1 > i 

1 

.\pr. 

1 


i 1,000,00 Tan. 


20,000 00 

Dec. 


I 

1 2,000,00, Julv] 

1 1; 

1 2,000 00 


These accounts show that Lane’s capital balance on Januarj' 1 
was 810.000.00 and Burton’s balance was .820,000.00. Therefore, 
the profits arc di\idcd in the ratio of }s and 

Profit and 12,000 00 

J. L. Lane. Capital 1,000 00 

D, K. Burton, Capital . .. S, 000 00 

To divide the net income in the ratio of the capital* 
at the beginning of the %c.ar. 

(S) Division in the average capital ratio. \Yhcn profits are di- 
vided in a capital ratio, it is as.^umed that capital is the chief source 
of profit, and that the partners are therefore entitled to share the 
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profits in the ratio of the capital furnished. But Lane and Burton 
each contributed additional amounts of capital during the year' 
also, each partner made withdrawals in excess of the agreed draw- 
ings, and these excess withdrawals were regarded as withdrawals of 
capital and were charged to the Capital accounts Therefore, the 
capital investments at the beginning of the year did not represent 
the amounts of capital contnbuted by the partners for the use of the 
business during the year How can a partner’s average investment 
for the year be computed’ 

Lane’s Capital account contains the following debits and credits: 

J L Laoe, Capit&l 

19481 1 TT I |iw8| j { I r 

June 1 I SOO^JJao 1] lO.OOoIoO 

^Qv| l| 1 I l,50000]Augl ll I I 2,000100 

The accoimt had a balance of. 

$10,000 00 for 5 rooolhs (Jao 1 to June 1) 

9,500 00 for 2 months (June 1 to Aug 1) 

11,500 00 for 3 months (Aug 1 to Nov 1) 

10,000 00 for 2 months (Nov 1 to Dec 31)^ 

From an interest standpomt 

$10,000 00 for 5 months is equivalent to $ 50,000 00 for 1 month 

9,500 00 2 “ ■ ‘ 19,000 00 " 1 “ 

11,500 00 ‘ 3 “ ‘ " 34,500 00 ' 1 “ 

10.000 00 “ 2 “ “ “ “ 20 000 00 “ 1 “ 

From an interest standpoint, therefore, 

Lane furmshed the business with the 

equivalent of $123,600 00 for 1 month 

Reduced to the bas»of ayear, this is the equivalent of $123,500 00 
— 12, or $10,291 67 for I year Lane's average investment for 
the J ear was therefore 67 


Computation of Average Investments of Lane and Burton 


Date Debits 

^^onths Equivalents 
Credits Balance Unchanved for 1 Jlonth 

J. L. L&ne* Jan 1 

$10,000 $10000 5 

$ 50,000 

June 1 $ 500 

9500 2 

19,000 

Aug 1 

2,000 11.500 3 

34,500 

Nov 1 1,600 

10,000 2 

20 000 

Total 

12 

$123,500 

Averagefortheyear 3123,500 00 — 12) 

$ 10,292 

D K. Burton* Jan. 1 

$20,000 $20,000 3 

$ 60,000 

Apr 1 $1,000 

19,000 3 

57,000 

July 1 

2,000 21,000 5 

105 000 

Dec 1 2,000 

19 000 1 

19 000 

Total 

12 

$241,000 

Averageforthe^ar ($241,000 00 — 12) 

$ 20 083 
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Although it is necessar}- to di^-ide 8123,500.00 by 12 to determine 
Lane’s average capital, and to di\'ide 8241,000.00 by 12 to determine 
Burton’s average capital, it is not necessarj' to make these divisions 
to determine the ratio between the average capitals. The ratio of 
8123,500.00 to 8241,000.00 is the same as the ratio of $10,292.00 to 
820,083.00. 

The ratios are therefore determined as follows: 

Equivalents 

for 1 Month Ratio 


I^nc $123,500 1235/3015 

Burton 211,000 2110/3645 

$364,500 


The profits are di\'ided in the average capital ratio by the fol- 
lowing journal entrj': 

Profit .and Loss 12,000,00 


J. L. Lane, Capital 4,005.S4 

D. K. Burton, Capit.al 7,034.16 


To dittdc the net income in the .average capit.al 
ratio: 1235/3645 to Lane, and 2410/3615 to Bur- 
ton. 

If partners make investments or take withdrawals on dates other 
than the firet of the mouth, the Capital account balances may be 
multiplied by the number of daj's these balances remained un- 
changed, as illustrated below: 



D.afe 

Debits 

Credits 

Bal-ancc 

Days 

ITnchanged 

Equivalents 
for 1 Day 

F. S. Mason: 

Dec. 31 


$10,000 

$10,000 

73 

$ 730,000 


Mar. 14 

$500 


9,500 

134 

1,273,000 


July 26 


2,000 

11,500 

106 

1,219,000 


Xov, 9 


1,000 

12,.500 

23 

2S7,.500 


Doc. 2 

300 


12,200 

29 

353,800 


Total 



. . . 365 

$3,863,300 

W. B. Watson: 

Doc. 31 


$25,000 

$25,000 

129 

$3,225,000 


Mav 9 


2,000 

27,000 

26 

702,000 


June 4 

SSOO 


20,200 

7o 

1,965,000 


Auc. IS 

400 


25,800 

GO 

1,702,800 


Oct. 23 


1,500 

27,300 

69 

1,883,700. 


Tot 

a! 



. . 365 

$9.4T8..500 

Partner 


Ratio 


Avcrncc Capit-al 

E. S. Ma“<'>n 


38,633/13.3,41$ 

$3,S63,300 -r 365 

= S10,.58-5.3-S 

W. B. Watson 


94,78.5/133,418 

9,4 

78,500 -r 3G5 

= 25,968.49 


Interest on capitals, and balance orbiirarilp. Instead of 
dividing all the profits in the capital ratio or in the average capital 
ratio, it may be desired to dinde a part of the profits on the basis of 
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capital invested (by alloxring inter^t on capitals) and to divide the 
remainder in some other ratio. Two illustrations are given below. 


(a) Interest at 6% is allowed each partner on his investment at 
the beginning of the year, and the remaining net income is 
divided equally. 


Profit and Lo'^ 

J L I.ane, Capital 
D K Burton, Capital ^ 

To allow interest on opening capitals 
Lane 6*^0 on $10,000 = $ COO 
Burton 6 % on $20,000 = $1,200 


Profit and Loss 

J L Lane, Capital 
D K Dortoa, Capital 
To divide the remaining net income equally 


(b) Interest at 6% is allowed each partner on his average capital, 
and the remaining net income is divided equally. (The 
average capitals were computed on page 230). 


Profit and Loss 

3 L Lane, Capital 
D K Burton, Capital 

To allow &% interest on l.ane s average capital of 
$10,291 67, and oa Burton's average capital of 
$20,033 33 


Profit and Loss 

J L Lane, Capital 
D K Burton Capital 
To divide the remaining net income equally 


(5) Salanes to partners and an arbitrcTy division of the remainder 
Partners have no nght to salanes unless they are agreed upon, e\en 
though one partner may dexotc all his time to the business and the 
other may devote bttle or none. But partners may agree to divide 
the profits first by allowing themselves salanes and then dinding 
the remaining profits. The remaining profits may be dirided 
equally or in any other ratio to which the partners agree. One 
illustration will be sufficient' salanes and an equal division of the 
remainder. 

For purposes of illustration, assume that Lane is allowed a 
salary of $3,600.00 a year, and Burton is allowed a salary of $4,- 
SOO.OO. They are permitted to draw such amounts during the >ear 
as they desire, and at the end of the year their salaries are to be 
credited to them. The following entries will be made: 


Profit and Loss 

J L Lane, Capital 
D K Burton, Capital 

To credit tfie partners with their agreed salanes 
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Profit nnd 1^0=5 3,000.00 

J. L Lane, Capital 1,800.00 

D. K. Burton, C.ipital . . . . 1,800.00 

To divide the remaining net income equally. 


(6) Salaries, intcrcsl, and remainder. Assume that Lane and 
Burton agi-eed to make the follomng division of their profits: 

S.d.aric': 

L.ane... .. . ... $3,000.00 

Burton.. 4,800 00 

Interest on capitals — C' c on J.anuary 1 balances. Itcraaindcr — equally. 


Tlie following are the entries to close the Profit and Loss account ; 


Profit and Lo'-'? . S, 100.00 

J. L. L;uic, Capital 3,000 00 

D. K. Burton, Capital 4,800.00 

To credit the partners with their agreed sal.inc^ 


Profit and Loss 1,800.00 

J. L. Lane, Capita! GOO.OO 

D. K. Burton, Capitid . 1,200.00 

To credit the partners with 0% interest on their 
capitals at Januarv 1; 

Lane ~0<7' of'si0,000.00 
Burton— 0% of $20,000.00 


Profit and Ixi'S , . .... . . 1,800.00 

J. L. Lane, Capital. . 000 00 

D. K. Burton, Capit.al. .. . 900.00 

To divide the remaining net income equally. 


-'\iter the foregoing entries are posted, the Profit and Loss ac- 
count appeal's as follows: 


1918] ? 

Dcc.Jdli Inventory, 12/31/47 
13 1’ Purchases 
idl, Selling expen'es 
j51 General exjicnscs 
;31. Di-'Count on s.ah's 
I ' Distribution of net 
I I income; 

3l| S.daric': 

I I I_anc 

5 Burton 

31} Interest on capi- 

I i 

j J Dane 

1 ! Burton 

J3l| Remainder 
I i cipially; 

: I.ane 

i Burton j 


Profit and Loss 


1 i I 

1,000,00 Dee. 31 1 Sales- 

;3P Invcnloo', 12/31/48, 
31; Discount on pur- 
, chases 


00,000 00 
43,000 00 
i G,503 00‘ 


200 , 00 , 


i 


3,GOOOO' 
4,800 00* 

I I 

onooo 
1,200 00 * 
{ > 

! ' 

900 00 ^ 

900 00* 

1',. 700 00 


90,000|00 

3,000^00 

700,00 


>0’..700 fK) 




234 THE PARTNERSHIP [cj, 

The credits for salary, interest, and remaining profit should be 
shown in the Capital accounts as follows 



Interest and/or salaries m excess of profits The salaries and 
mterest in the preceding illustration totaled SIO 200 00 Suppose 
the net income was only $9,000 00 , how should it be divided‘s 

The entries for the salaries and the interest must be made in 
accordance with the agreement, thus 


Profit and Loss 

J L Lane Capital 
D K Burtoo Capital 

To credit the partners with their agreed salaries. 


3 600 00 
iSOOJM 


Profit and Loss 1 SOO 00 

J L Lone, Cap tal 
D K Burton Capital 

To credit the partners with 6% interest on their 
capitals 


60000 

1,30000 


After these entnes are posted, the Profit and Loss account will 
have a debit balance of $1,20000 because the salanes and mterest 
totaled $10,200 00 whereas the net income was only $9 000 00 Be 
cause the partners agreed to an equal division of the balance alter 
salanes and mterest, the $1,200 00 debit balance in the Profit and 
Loss account will be divided equally by the foUowmg entry 


J L Line Capital 600 00 

D K Burton Capital GOO 00 

Profit and Loss 

To divide the debit balance n the Profit and Loss ac- 
count equally as agreed 


1 200 00 


These entries di\ide the $9,000 00 net income between the part 
ners, as follotts 

Lane Burton Total 

Credits 

Salaries *3600 00 34 80000 3 8 40000 

Interest on cap tal 600 00 1 200 00 1 800 00 

Total credits 34 ^ 00 36 000 00 310 200 00 

Less debit for remamaer 600 00 600 00 1 200 00 

Distnbution of ret income *3 600 00 35 400 00 3_9M0^ 
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If partners' salaries and interest on their capitals are agreed 
upon, entries therefor must be made even though the operations of 
the business result in a loss. For instance, assume that the opera- 
tions result in a loss of S5, 000.00, and that salaries and interest are 
to be allowed as in the preceding illustration: the credits to the part- 
ners for salaries and interest, and the debits to them for the final 
balance of the Profit and Loss accoimt, will be as indicated in the 
follo^^•ing tabulation: 


Credits to partners: 

Salaries 

Interest on capital 

Total credits to partners for salaries 
and interest 

OfI:^etting debit to Profit and Loss.. 

Net loss .... . . 

Debit balance in Profit and Loss 


Lane Burton Total 

$3,500.00 $4,500.00 $ 5,400.00 
600 00 1,200.00 1,500.00 

$4,200.00 $0,000.00 

$10,200.00 

5,000.00 

$15,200.00 


Debits to partners to close Profit and 
Loss . 7,600.00 7,600.00 


Net debits to partners — equ.al to net loss $3,400 00 $1,600.00 


Tlie journal entries to close the Profit and Loss account are as 
foUovv-s; 


Profit and Loss . 5,400 00 

J. L. Lane, Capital. . . 3,600.00 

D. K. Burton, Capital . 4,500.00 

To credit the partners with their agreed salancs. 


Profit and Loss ... , 1,500.00 

J. L. Lane. Capital . 600.00 

D. K. Burton, Capital . 1,200.00 

To credit the partners «i:h G'~'c intc.’est on their , 

capitals, 

J. L. Dine, Capit.al. 7,000.00 

D. K. Burton, Capital 7,000.00 

Profit and Loss . . 15,200.00 

To divide the debit balance in the Profit and Ixjss 
account equally, ngreecL 


Details are shomi in the Profit and Loss account as follows: 


Profit and Loss 


oljxctlo-.^ i 

SljS.dorics: | 

! Dine 

1 Burton 

311 Interest: 

1 I.ane j 

1 Burton I 

i 

i ] 

! 1 

1 

1 

i 

' 1 ’ItMS j 

, .5.000 00 Dec. 31 

i 1 i . 1 

3.600 00 1 1 

1.50000' ‘ ! 

' * \ ‘ 

' coooo] , ! 

i 1.20000' 1 j 

' plus sal.'irie' , 

1 and intcrc't: 

’ lane }-2 ] 

Burton 1 4 

1 

i 

i 

! 

1 

1 i 

[ ! 

1 7,60.0 01 

1 7,600 00 

i 

1 

[i'ai'JOOO, 1 i 



15.200 nio 
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The credits for salary and interest and the debits for loss plus 
salaries and interest are shovn m the Capital accounts as folloi\s 


J L. Lan«, Capital 


1948 

Nov 1 
Dec 31 

L/r^K r lu-** ^dlane^ 

I 1 11918 

SOO'oO’JaiL 
1 ^.OOfAui; 

! iDec 

1 

1 

31 Salary I 


10 000 00 
2 000 00 
3 600'00 


and intcre‘di^ — 

i 7000001 

31 Interest | 


COO 00 



CHAPTER 17 

The Partnership (Concluded) 


Profit and loss statement. The pi'ofit and loss statement of a 
partnership will be similar to that of an individual proprietorship 
or a corporation in the same Unc of business. The profit and loss 
statement of Lane and Burton (continuing the illustrations in the 
preceding chapter) appears below: 


LANE AND BUltTON E-^l'ibit G 

Statement of Profit and Loss 
For the Year Ended December 31, 1948 


Sales $90,000.00 

Less Cost of Goods Sold; 

Inventon- at the Beginning of the Ve.ar $ 4,000.00 

Purdi.ascs 60.000.00 

Total $01,000.00 

Less Inventory at the End of the Y'car 5,000.00 

Cost of Goods Sold 59,000.00 

Gross Profit on Sales .... $.31,000.00 

Less Selling Expenses (detailed) 13,000.00 

Net Profit on Sales $18,000 00 

IjCsS General Expen'-es (detailed) 6,500.00 

Net Profit on Operations $11,500.00 

Add Discount on Purcli.ascs 700 00 

Net Profit on Operation'', and Other Income. . . . $12,200.00 

Deduct Discount on Sales 200.00 

Net Income $12,000.00 


Working papers. The working papers of a partnership contain 
a pair of columns for each partner, as shown in the illustrations on 
pages 23S and 239. 

The working papers on page 23S show the diinsion of the $12,- 
000.00 net income equally, as in illustration 1, on page 22S. 

The working jiapei's on jiage 239 show the dixusion of the net in- 
come in accordance with illustration 0, on page 233, as follox\*s: 

Salaries to partners. 

Interest on capitals at the beginning of the year. 

Balance equally. 

Statement of partners’ capitals. In order to prepare the state- 
ment of partners’ capitals on page 240, it was necessary to refer to 
the Capital accounts (page 229) to determine the capital balances at 
the beginning of the year and the additional investments during the 
year. The withdrawals shown in the statement include tho«e 
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charged to the Capital accounts as well as those charged to the 
Drawing accounts The profits are divided equally, as in the work 
ing papers on page 238 


LANE AND BURTON Exhib t B 

Statement of Partners Capital; 

Far the Year Ended December 31 1943 



J L I^ne 

D K Burton 

Total 

Balances January 1 1948 

$10000 00 

$20 000 00 

$30 000 00 

Add 




Add tional Investments 

2000 00 

2 000 00 

4 000 00 

Net Income for the Year (Exh bitC) 

6 000 00 

6 000 00 

12 000 00 

Total 

$18 000 00 

$28 000 00 

$16 000 00 

Deduct Withdra vals 

6 000 00 

7000 00 

12 000 00 

Balances December 31 1948 

$13 000 00 

$21 000 00 

$34 000 00 


In the following statement the profits are dinded as in the work- 
ing papers on page 239 


LAKE AND BURTON Erhib t B 


Statement of Partners Capital; 

For the Year Ended December 31 1918 



J L Lane 

D K Burton 

Total 

Balances January 1 1948 

$10 00000 

$20 000 00 

$30 000 00 

Add 




Add tiooal Investments 

200000 

2 000 00 

400000 

Net Income for the Year (Exhibit C) 




Salaries 

3 60000 

4 800 00 

8 40000 

Interest on Capital 

60)00 

1200 00 

1 800 00 

Remainder Equally 

900 00 

900 00 

1800 00 

Total 

$17 I(K)00 

$28 900 00 

$40 000 00 

Deduct W ithdrawals 

5 000 00 

7 000 00 

12 000 00 

Balances December 31 1948 

$12 100 00 

$21 900 00 

$34 000 00 


Partnership balance sheet The balance sheet of a partnership 
usually shows the capital of each partner with a reference to the 
statement of partners capitals, where details can be found 


Caih V 

Accounts ReceivablP 
Merchandise Inventory 


LANE AND BURTON 
Balance Sheet 
December 31 1948 


LUbilibet ud Het Wortli 

S17 000 00 Liabilites 

1500000 Accounts Payable $ 3 000 00 

5000 00 

Net 'Worth — Exhibit B 
J L Lane $12 100 00 
D K Burton 21 900 00 34 000 00 
$37 000 00 


$37 000 00 
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Changes in Personnel 

Changes cause dissolution. Changes in the personnel of a part- 
nership may be caused by the death or retirement of a partner, or 
by the admission of a new partner. The retirement of a partner or 
the adnussion of a new partner requires the consent of all partners. 

Any change in the personnel of a partnership causes a dissolution 
of the partnersliip; the old articles of partnersliip are no longer in 
effect, and new articles of partnership should be drawn up and signed. 
It is particularlj'- important to realize that the old agreement as to 
the division of profits is no longer in effect, and that, unless a new 
agreement is reached, the profits and losses of the new partnership 
will legally be dirtsible equally. For instance, if .4, B, and C shared 
profits in the ratio of GO, 25, and 15, and C died, it would be necessarj' 
for A and B (if they continued the business as a new partnership) to 
make a new agreement as to the sharing of profits ; in the absence of 
an agreement, the profits would legallj^ be dinsible equally. 

Adjustment of the accounts. Before a change in personnel is 
recorded, the first of the following steps should usually be taken, and 
the second step may also be required: 

(1) Close the books, crediting each old partner unth his share of 

the profit (or debiting him with liis share of the loss), and 
transferring the balances of the Drawings accounts to the 
respective Capital accounts. 

(2) jSIake entries to adjust the asset valuations in accordance 

with any agreements udth respect thereto. Asset valua- 
tions which are proper from the standpoint of a going con- 
cern may not be proper valuations to be used when changes 
occur in partners’ interests. For instance, from the stand- 
point of a going concern, the proper valuation of a fixed 
asset is cost less dcpreci.ation : but if a partner is with- 
drawing or a new partner is being admitted, equity re- 
quires that recognition be given to the market value of the 
fixed assets at the date of the change in personnel. 
iVny gains or losses reflected by such adjustments should be 
divided among all persons who were partners before the 
ch.angc in personnel, in their profit and lo=s ratio. 

For example, assume that a change is to occur in the per- 
sonnel of the partnersliip of A, B, and C. who share girofits 
and losses equally, .and that the following adjustments of 
asset valuations have been agreed upon: 


Iiicrc-vo in Land ncpount 55,ODD.OO 

Inm'a-‘:c in Building nccount 8,000.00 

Incrr.vo in Uc^on'C for Bad Debs^ 1,000 (XI 
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The adjurtments are made by the following journal entrj 

I^nd S/XMOO 

Bunding 8 000 00 

Ee=erve for Bad Debts 
A Capital 
B Capital 
C Capital 

To adj ust the as->et valuations in accordance mtb the 
agreement, crediting the partners m thetr profit and 
loss rat o 

If numerous adjustmg entnes are made, the gam or loss 
shown by each entrj ina> be credited or debited to a Capi 
tal Adjustment account and the final balance of this 
account will be closed to the partners Capital accounts 

Death of a partner "When a partner dies, the fohowmg matters 
reqmre special consideration 

(/) Ciosin^ books Unless the articles of partnership contain 
some provision for poitponmg the closing of the books, they should 
be closed as of the date of the deceased partner’s death 

The articles of partnership may contam an agreement of some 
kind to a^oid the necessity of taking an in\entory and closing the 
books at the date of the deceased partner s death For instance, the 
articles may provide that the bwks shall not be closed until the 
customarj annual cIo«mg date and that the deceased partners 
«hare of profits shall be computed by detemumng the amount of 
profit to which the deceased partner would ba\e been entitled if he 
had hved to the end of the jear, and multipl>ung this amount bj a 
fraction representing the portion of the jear prior to his death To 
illustrate, as.=ume that such an agreement was included in the arti 
cles of partnership of A, B, and C, who shared profits equall} , that 
A died on March 31 that the books were closed on December 31 
and that the net profit for the >ear was found to be S12 000 00 If 
A had U\ ed until the end of the > ear he would ha\ e been entitled to 
§4,000 00 ol the profit, sincebebvedonly three months ol the 3 ear, 
his share of the profit was one fourth of S4 000 00, or SI 000 00 If 
the pa 3 Tnent of A’s capital is postponed until the end of the 3 ear, an 
entr 3 should be made transfcrrmg his Capital accoimt credit to an 
account called A, Personal because A is no longer a partner 
{2) Valuation of assets Although gomg concern valuations may 
not be equitable in connection with the admission or retirement of 
a partner the representatii e of a deceased partner has no nght to 
insist on adjustments of asset laluations unless the articles of part^ 
nership pronde therefor 


100000 

4,00000 

4,00000 

4,00000 
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(S) Goodwill If a business has enjoyed exceptionally good eani- 
ings, it may have a goodwill. The partnership articles may contain 
a pro^'ision that, in the event of the death of a partner, the goodwill 
value shall be computed (by a method agreed upon in the articles), 
and that the deceased partner s Capital account shall be credited 
with his share thereof, determined by multiphdng the total goodwill 
value by the deceased partner's profit and loss per cent. For in- 
stance, if the goodwill is valued at $15,000.00, and the profits 
are di\*ided equally among three partners, .4, B, and C, the share 
allowed to A upon his death would be recorded as follows: 

Goodwill 5,000 00 

A, Capital. . . 5,000.00 

To credit .I’s account with lus share of the p.artiicr- 
ship goodwill. 


The entire goodwill might be placed on the books thus : 

Goodicffl . . 25,000.00 

A, Capital .... 

B, Capital ... 

C, Capit.al 

To record the gooda ill of the buiincss by credits to 
the partners m their profit and lois ratio. 

However, it is not considered good accounting to charge a Good- 
will account vith an amomit in excess of the amount paid for good- 
will: to do so would be a violation of the cost principle. Since the 
business pays A’s estate for his share of the goodwill, but does not 
pay B and C for their shares, it is preferable to record the goodwill 
by the first entrA' shown above. 

A deceased partner’s estate is not entitled to any p.ajnnent for 
goodwill unless the partnersliip agreement proA-idcs for it ; of course, 
the surAuving partners may A’ohmtarily make such a payment al- 
though not obliged to do so. 

(4) Terms of payment. The immediate pajuneut of the entire 
capital interest of a dece.ased partner might deplete the current 
assets of a business and seriously handicap it in its operations. 
Partners sometimes proAude against such a contingency by carrA'ing 
insurance on the lives of the partners, the firm being named .as bene- 
ficiarA-; the collection of the insurance proA-ides funds with AA-hich to 
make settlement AA’ith the deceased partner’s estate. 

The articles of partnership may contain a proAision that pay- 
ments shall be made in installments: in the absence of such a pro- 
Ausiou, the surAiAung partners and the estate may reach such an 
agreement. Any balance in the deceased partner’s Capital account 
not immediately paid, should be transferred to an account payable 
or note p.ay.able account. 


5,000 00 
5,000 00 
5,000 00 



244 THE PARTNERSHIP (CONCLUDED) [ch 17 

Retirement of a partner. Following is an outline of the cases to 
be presented illustrating the withdrawal of a partner 

(1) A partner’s interest is purchased 

(a) By another partner 

(b) By an outsider 

(2) A partner is paid from partnership assets 

(a) An amount equal to his capital 

(b) An amount in excess of his capital 

(c) An amount less than his capital 

In all these cases it is assumed that there are three partners (A, 
B, and C), shanng profits and losses equally, that A is to withdraw, 
that his Capital account balance is $10,000 00, and that all partners 
have agreed to the retirement of A and the method of effecting it 

Case 1-a In this case it is assumed that B is to purchase A’s interest 
in the firm The price paid by iO to A is a private matter between B and A 
it may be $10 000 00 or more or less than that amount Regardless of the 
pnce paid by B to A, the entry on the partnership books is 

A Capital 1000000 

B Capital JO 000 00 

To record D t purchave of 4 8 capital interest 
m the firm, and the ^thdranal of A 

Case 1-6 In this case it is assumed that an outsider, D, purchases A « 
interest Again the price paid is a pnvatc matter between these tuo 
parties and is not recorded on the firm s books Regardless of the once 
paid, the entry to record the retirement of A and the admission of D is 

4,CapjUl 10 000 00 

D CapiUl 10 00000 

To record the retirement of A and the admission 
of Z7 to the partnership D having purchased A b 
interest. 

Case £-a In this case it is assumed that A b paid, out of partnership 
cash, the amount at the credit of his Capital account The entry to record 
his retirement is 

A Capital 10 000 00 

Cash 10 CO 00 

To record the retirement of A 

Case S-b In this case it is assumed that A is paid $12 000 00 from 
partnership funds There are two methods of recording this vvithdrawal, 
depending upon whether the $200000 excess of the pajTnent over A’s 
capital is regarded as showing the existence of goodwill, or is regarded as a 
bonus to A 

If the $2 000 00 excess is regarded as a pajment for A's share of the 
goodwill of the busmes.^, the entries on the foUowmg page viiU be made 
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GoodHll 2,000 00 

4, Capital 2,000 00 

To credit .1 ivith his one third of the goodirill of 
the partnership. 

Capital 12,000 00 

Cash. .. 12,0OT00 

To record the retirement of .t. 


If the ?2,000 00 excess is regarded as a bonus paid by B and C to .1, the 
bonus is chargeable to B and C m their profit and loss ratio, and the follow- 
ing entiy^ will be made: 


A, Capital 10,000 00 

B, Capital 1,000 00 

C, Capital.. 1,000 00 

Ca<=h. . 12,000 00 


To record the retirement of .1. 

Case °-c. If the payment to .4 is less than the amount at the credit of 
his Capital account, the excc-s of A ’s capital ocer the amount paid to him is 
credited to the other two partners in their profit and loss ratio, as follow: 

A, Capital . . . 10,000 00 

5, Capital 1,000 00 

C, Capit.al . . 1,000 00 

C.ash... . 8,000 00 

A, upon retirement, accepts SS.OOO 00 in settle- 
ment of his capital credit of $10,000 00. 

Admission of a partner by purchase. A new partner may bo 
admitted to the firm by purchasing the interest of an old partner, 
or he may be admitted by purchasing portions of the interests of 
two or more partners. 

The preceding Case 1-b illustrated the entry to be made if a new 
partner pirrchases all the interest of an old partner. 

As another illustration, assume that three partners had Capital 
account balances as follows: 


E $10,000 00 

F 13,000 00 

G. ... 20,000 00 


H purchases one quarter of the capital interest of each partner. 
E's paxmicnt goes to E, F, and G personally, and not into the firm's 
cash: the prices paid are not recorded on the firm’s books: and the 
entrj' for H's admission is: 

£•, C-apital 2,500 00 

F, Capital . . .. 3,730 00 

G, C.apital 5,000 00 

//, Capital. 

.Admi^'ion of H by purchase of occ fourth of capital 
of each fortrer partrer. 


11,250 01 
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Admission of a partner by investment. If a new partner makes 
an investment in the firm, the partnership acquires additional assets. 
Assume that X and Y are in partnership and that Z is admitted, 
with a cash investment of $10,000.00; the entry to record Z's in- 
vestment would usually be as follows: 

Cash 10,000 00 

Z, Capital 10,000 00 

To record Z’b investnsent 

Sometimes an incoming partner is credited with more or less 
than the amount of his investment The accounting procedures 
applicable in such instances are discussed in Principles of Accounting, 
Intermediate. 

Liquidation of the Partnership 

A partnership is terminated whenever there is any change in the 
personnel, the change in personnel creates a new partnersWp. 

A partnership is liquidated when the business is discontinued or 
the assets are transferred to other parties. 

Basis of Ulustralion of liquidation. Assume the following bal- 
ance sheet of a partnership' 


Atwts 

Cash 


A AWP S 

Balance Sheet 

October 31, 19 — 

Uabilitl<i ami Net Worth 

3 5,000 Accounts Payable 

3 9,000 

Accounts Receivable 

S25,000 

A, Loan 

5,000 

Less Reserve for Dad 


A, Cnpitixl . . 

25,000 

Debts 

1,000 

24,000 D, Capital 

20,000 

Inventory 


30 000 




359 000 

859,000 


In addition to investing $25,000 00, A has loaned the business 
$5,000 00. 

Disposal of assets. Assume that X desires to acquire the busi- 
ness of A and B, and that the partners sell their inventory and ac- 
counts receivable to X for $52,000 00, A and B retain the $5,000 00 
of cash shown in the foregoing balance sheet and are to pay the 
$9,000.00 of accounts payable. The sale of the inventory and re- 
ceivables will be recorded as follows: 


X . 

Loss on Sale of Business 
Reserve for Bad Debts 
Inventory 

Accounts Receivable 
To record the sale of the assets to X. 


52,000 00 
2,000 00 
1,00000 

30 000 00 
25,000 00 
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Cash 52,000.00 

A' .• 52,000.00 

To record collection for assets sold. 

Division of the profit or loss. Any profit or loss on the disposal 
of the assets should ahcays be di\dded between the partners before 
any cash distribution is made to them, because the amounts of cash 
to which the partners ai-e entitled cannot be determined until their 
shares of the profit or loss have been credited or charged to them. 
The profit or loss should be di\'ided between the partners in their 
profit and loss ratio. Assuming that A and B share profits equally, 
the $2,000.00 loss on the sale of the assets to X nTll be divided bj* 
the following entrj': 


A, Capital 1,000.00 

B, Capital 1,000.00 

Ikdss on Sale of Business 2,000.00 


Distribution of funds, .^yter the disposal of the inventory and 
the receivables, the collection of the cash, and the di\Tsion of the loss 
between the partners, the balance sheet of the business is as follows : 


A AND B 
Balance Sheet 
November 3, 19 — 

Assets UsbUitifs sad net Worth 

Cash $57,000.00 Accounts Payable $ 9,000.00 

A, Loan . . . .' 5,000.00 

.4, Capit.al 24,000.00 

B, Capital 19,000.00 


$57,000.00 


$57,000.00 


The distribution of cash should be made m the following order: 

(1) In pajTuent of liabilities to outside creditors: 

Accounts Pavablo 9,000.00 

C;i.Ai . . .■ 9,000.00 

(2) In payment of partner’s loan; 


,4, Lmn 5,000.00 

Cash 5,000.00 


(3) In payment of partners’ capitals: 


A, Capital 24,000.00 

B, Capit.al 19,000.00 

Cash 43.000.00 


Partner with a debit balance. It sometimes happens that a 
partner has a debit balance in his Capital account as a result of 
operating losses, drawings, and losses on the disposal of assets during 
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the Iiqiudation of the business Three illustrative cases are pre- 
sented 

Case 1 Assume that, after the sale of lUl assets and the payment of La- 
bilities, the trial balance of a partner^p ledger shows the followmg bal- 
ances 


Cash 

A/, Capital 
N, Capital 


20 000 00 
SOOQOO 

25 000 00 

2o 003 00 25 000 00 


The entire cash balance should be paid to N this payment would re- 
duce his capital credit to S5 000 00 He has a right to collect $5,000 00 
from M 

Case 2 Assume that, after the sale of all assets and the payment of 
habihties to outside creditors, the trial balance of a partnership ledger shows 
the followmg balances 


Cash 

0 Capital 

O, Loan 

P, Capital 


25 00000 

2,000 00 

3 000 00 

24 000 00 

27 000 00 27 000 00 


Enough of the credit in O's Loan account should be transferred 
to his Capital account to make good the debit balance m his Capital 
account, this is accomplished by the following entry 

0 Loan 2 000 00 

0, Capital 2,000 00 

To apply the right of o/Tset by traosfernog S2 000 00 
ol 0 a loan to his capital 


The payments to partners will then be made as indicated by the 
followmg entries 

0, Loan 1,000 00 

Cash 1000 00 

To record the payment of O s loan. 

F, Capital 24 000 00 

Cash 21 000 00 

lo record the payment of Fs capital 

Case S In this case it is assumed that, after the sale of all assets and 
the pa 5 Tnent of all liabilities, a partnership s tnal balance appears as follows 


Cash 
R Capital 
S Capital 
T, Capital 


20000 00 
5 000 00 


15 000 00 
10 000 00 


25 00000 2500000 
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ProSts and losses ■u'cre di\-ided a<: foIIow's: /?. 20*^: S, 407^'; P, 407c- 

R should par -S-S, 000.00 ca^h into the partnership to make gO(^ the debit 
balance in his Capital account: if he does to, there rill be $25,000.00 cash 
on hand, which will be sulFicicnt to pay 5 and T in full. 

But suppose that it is detirod to distribute the $20,000 00 of cash 
on hand to S a.nd T before it is knorm whether or not R rail pay in the 
$5,000.00. In determining how to divide the cash between 5 and T, we 
should remember that, if R fails to pay in the $5,000.00. tliis lo=:s will have 
to be borne by /S and T in their profit and loss ratio. In the past. S and T 
each had 40% of the profits or losses; that is to say, their shares of profits 
or losses were equal. Therefore, if R should fail to pay in the $5,000.00. 
S and T would share the loss equally. .Accordingly, they should be paid 
doicn to .$2,500.00 each. The entrj' to record the pajunent is: 


S, Capital . 12.500 00 

T, Capital 7,500 00 

Cash.. . 20,000 00 

To record the da^t^butloa of cash to 5 and T. 

The resulting trial balance will be: 

R, Capital. . . 5,000 00 

S, Capital . ... . 2,500 00 

T, Capital 2.500 00 


5.000 00 5,000 00 



CHAPTER 18 
The Corporation 

Definition. Probably the most famous definition of the corpora^ 
tion IS the one given in 1819 by Chief Justice Marshall m the Dart- 
mouth College case decision, m which he described a corporation as 
“an artificial being, invisible, intangible, and existing only m con- 
templation of law This definition emphasizes one of the chief 
characteristics of the corporation, namely, its separate entity. 
Certain other characteristics are mentioned in the following defini- 
tion quoted from the Standard Dictionary “A corporation is an 
artifiaal person created by law, consisting of one or more natural 
persons umted in one body under such grants as secure a succession 
of members without changing the identity of the body, and empow- 
ered to act in a certain capacity or to transact business of some desig- 
nated form or nature like a natural person ” 

Corporate management If a business is orgamzed as a corpora 
tion, the stockholders are its owners, but they have no authority to 
transact its business The stockholders elect directors, to whom the 
general management of the business is committed In most states, 
a person cannot serve as a director of a corporation unless he is one 
of its stockholders 

Although the directors are charged with responsibihty for the 
general management of the business, their duties are to a consider- 
able extent supervisory, since most of the detailed work of manage- 
ment IS performed by officers elected by them The officers usuallj 
include a president, a vice-president, a secretary, and a treasurer 
Sometimes one individual bolds more than one office, for instance, 
one person may be secretary and treasurer On the other hand, 
there may be se^ eral vice presidents, an assistant secretary, and an 
assistant treasurer The president usually is the ranking officer, but 
m some corporations there is an officer called the chairman of the 
board, whose rank is supenor to that of the president The secre 
tary is the official custodian of the corporate records and seal The 
treasurer is the chief financial officer 

Although the officers have general control over the various func- 
tions of the business, other employees are charged with the responsi- 
bihty of performing much of the detailed work The lands and 
number of employees differ m every business, and it therefore is 
impossible to draw up a standard pereonnel chart, the chart on 
page 251 is merely one illustration of the flow of authority 
250 
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Personnel Chart 
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Organization of a corporation If a corporation is to be organ 
ized, an attorney should be consulted, beca ise the laws of the various 
states differ regarding the n^ts and du les of corporations organ 
ized under their laws and the procedure lOr organizing corporations 
Since the procedure differs in the v nous states, and since the 
orgaiuzation of corporations is the work of an attorney rather tha n 
that of an accountant, the subject ivill not be discussed m detail 
here 

In general, and subject to the exceptions incident to the diversity 
of laws, the organization of a corporation involves steps somewhat 
as follows 

(1) An application, signed by a required number of incorporators, 

is filed with a dc'ngnated state officer This apphcation 
states among other things 

(a) The name of the corporation 

(b) The nature of the business which it is desired to con 

duct 

(c) The amount of the authonzed capital stock, and the 

number of shares into which ’t is to be divided 

(d) The names and the addresses of the ongmal sub- 

scnbers to the stock 

(e) The assets paid into the corporation by these sub- 

scnbers 

(2) If the apphcation is approv ed, a charter (which is often the 

approved application itself) is received from the state 
officer with whom the apphcation was ongmally filed 
This charter evidences the fact that the corporation has 
been orgamzed and is authorized to conduct busmess 

(3) A meeting of the incorporators (or stockholders) is held for 

the purpose (among other thin^) of electmg directors 

(4) A meeting of the directors is held, and officers are elected 

(5) Capital stock certificates are issued to the stockholders 

Stock certificates Investments m the capital stock of a cor- 
poration are evidenced bj stock certificates Blank stock certifi 
rates are bound m books with stubs, hke check books The stock 
certificate shonii on page 253, which is still attached to its stub, has 
been filled out for issuance to George Tuttle, as evidence of his m- 
vestment of $800 00 m The Marquis Corporation 

The certificate has been signed by the secretary and the president 
of the corporation, and la ready to be detached, stamped with the 
corporation's seal, and given to Tuttle The stub, which will re 
main in the certificate book, shows the essential facts about the 
certificate 
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Stock Certificate with Stub 
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The important facts shown by the certificate and the stub are 


Certificate No 
Number of shares 
Authonzed capital 
Number of authorized shares 
Par value per share 
Issued to 

Name of corporation 
Date of issuance of certificate 


Shown by Certificate Shown by Stub 
3 3 


$5,000 00 
50 

$100 00 

George Tuttle George Tuttle 

The Marquis Corporation 

July 1, 19— July 1, 19 — 


The use of the blank spaces in the stub will be explained in the 
next section. 

Transfer of shares. One of the advantages of the corporate 
form of business organization is that each stockholder has a right to 
transfer all or a portion of his interest in the capital stock without 
the consent of the other stockholders Suppose, for instance, that 
Tuttle wishes to sell two shares of his stock to Henry Reid Tuttle 
will fill m the endorsement form which is printed on the back of the 
certificate, as follows. 


For Value Received. — ^ hereby sell, 

transfer and assign to Henry Held 

---Two 

Shares of stock within mentioned and hereby authorize 
p K Patterson 

to make the necessary transfer on the books of the Corporation 
WITNESS iSL hand and seal this 
August ^ jg-j 

Witnessed by 
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men the stock certificate is presented to the corporation for 
transfer of the stock, the certificate is canceled and attached to the 
stub from wMch it Avas originaJly taken. The open stubs (stubs to 
which no unissued or canceled certificates are attached) mil indicate 
the certificates still outstanding. 

In accordance with the terms of Tuttle’s endorsement, two new 
certificates mil be issued; one certificate to Henn' Reid for the two 
shares which Tuttle sold to him, and' 
another certificate to Tuttle for the 
six shares which he retained. The fol- 
lomng is the stub of the new certificate 
issued to Reid; the stub of the cer- 
tificate for six shares issued to Tuttle 
would be similarlj' filled in. 

Transfe'r agent and registrar. 

Large corporations, particularly those 
whose stock is listed on a stock ex- 
change, may (either by requirement 
of the stock exchange or voluntarily) 
engage a transfer agent and a regis- 
trai' to perform the duties incident to 
the issuance and transfer of shares 
and the keeping of records showing 
the names and addresses of stock- 
holders and the number of shares 
owned by each stockholder. A bank 
or trust company usually is engaged 
to perform the duties of transfer 
agent, and another bank or trust company is engaged to perform the 
duties of registrar. 

The emplojunent of a transfer agent and a registrar seiwcs as a 
safeguard to the stockholders. T\fiien certificates are to be trans- 
ferred, they are delivered to the transfer agent, who cancels the old 
certificates, signs the new certificates, and passes them to the regis- 
trar, who also signs them. Records of the stockholders are kept by 
the transfer agent. The registrar's chief function is to act a.*; a 
control against any possible overissuance of stock, and for this pur- 
pose the registrar maintains a record showing the aggregate number 
of shares outstanding. 

Classes of stock. Shares of stock entitle their holders to four 
basic rights, namely; 


Certificate No. ^ 

For ? Shares 

Issued to 

Henry Held 

Transferred from 
Georre Tuttle 


T-)„t p August 5, 


Original 

Certificate 

No. 

Number of 
Original 
Shares 

Number of! 

Sh.ares i 
Transferred' 

3 

8 

2 ! 


(1) To share in the management; that is, to vote at the stock- 
holders’ mcetinsrs. 
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(2) To share in the profits, that is, to receive dividends when 

they are declared by the directors 

(3) To share in the distribution of the assets of the corporation 

if It IS dissolved 

(4) To siibscnbe to any additional issues of stock of the class 

held This is known as the preemptive right 

If there is only one class of stock, these four nghts are enjoyed 
proportionately share and share ahke, by all stockholders 

if there are two or more classes of stock, one class may enjoy 
more than its proportionate share of some right, or may have some 
right curtailed Thus, preferred stock may enjoy special privileges 
in the matter of dividends or m the distnbution of assets in hqiuda 
tion, on the other hand, the preferred stockholders may have no 
right to vote, or have a right to vote only under certain •conditions, 
such as the failure of the corporation to pay preferred dividends for 
a stated period of time 

No par value stock Until 1912, the capital stocks of all cor- 
porations m this country had a par value In that year, the first 
American law permitting the issuance of stock without par value was 
passed in New York Other states have since passed similar laws 

Advantages of no-par stock The par \ alue of a share of stock is 
usually of little significance, compared to the book value and the 
market value Printing a par value on a certificate has made it 
easy for promoters to extract money from the uninformed and the 
unsuspecting There is an inevitable attraction about a $100 00 share 
of stock offered for S50 00 and many people find it impossible to resist 
such an offer The omission of a par value may cause some prospec 
live buyers to make inquiries regarding the issuing company’s net 
assets and earnings 

No par 1 alue stock has another great advantage It a\ oids the 
discount habihty If a share of stock with a par value of $100 00 is 
issued for $90 00, the purchaser incurs a discount liability of $10 00, 
and may be required to furnish that amount of cash for the payment 
of the corporation'’s debts But if a no par value share is soi'cf for 
$90 00, there is no discount liability Discount is the difference 
between a par \alue and a lower issuing pnee, if there is no par 
value, there can be no discoimt and therefore no discount habihty 

Recordmg the issuance of stock The issuance of capital stock 
involves four steps, namely 

(1) The charter authorization for the issuance 

(2) The obtaimng of subscnptions to the stock, that is ob- 

taining subscribers’ agreements to purchase and pay for 

the stock 
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(3) The collection of the subscriptions. 

(4) The issuance of the certificates. 

The entries to record the issuance of capital stock vrill depend 
upon whether: 

(a) Subscriptions are received for all or onl}' a portion of 

the authorized shares. 

(b) Any time elapses between the taking of the subscrip- 

tions and their collection. 

(c) The shares have a par value, or arc without par value. 

Illustrative entries. Tlie remainder of this chapter contains a 
number of illustrations of entries to record the authorization and 
issuance of stock. In each case it is assiuncd that the company is 
authorized to issue onh' common stock. The illustrations show the 
entries to be made under the following conditions: 

(A) Subscriptions are received for all the authorized shares; no 

time elapses between the taking of the subscriptions and 

their collection. 

(1) Entries for par value stock. 

(2) Entries for no par value stock. 

(B) Subscriptions are received for less than all the authorized 

shares; time el.npscs between the taking of the subscrip- 
tions and their collection. 

(1) Entries for par value stock. 

(2) Entries for no par value stock. 

Group A Illustrations. Subscriptions are Received for AU the 
Authorized Shares; No Time Elapses Between the Taking of 
the Subscriptions and Their Collection. 

Entries for par value stock. In the three following illustrations 
it is assmned that a corporation is organized with an authorized 
issue of 1,000 shares of common stock of -SIOO.OO par value, that sub- 
scriptions arc received for all the authorized shares, and that the sub- 
scriptions are immediately collected in full and the shares issued. 
All entries are given in journal fonn. 

Firsl iUiislralion. In tliis illustration it is assumed that the stock 
is issued at par. The entn,' for the issuance is: 

Ca.'^h 100,000.00 

Stack 

Issun’.icc, :it p.ir, of 1,000 authorized shares of 
SIOO.OO par \~.\luc. 


100,000.00 
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Second Uluslration. In this illustration it is assumed that the 
stock is issued at $110.00 per share. 

Cash 110,000 00 

Capital Stock 100,000 00 

Premium on Stock 10,000 00 

Issuance, at 110, of 1,000 aulhonzed shares of 
$100 00 par value 

Third illustration. In this illustration it is assumed that the 
stock is issued at S90.00 per share. 

Cash 90,00000 

Discount on Stock 10,000 00 

Capital Stock 100,000 00 

Issuance, at 00, of 1,000 authorized shares of 
$100.00 par value. 

Entries for no-par stock. In the following illustrations it is 
assumed that a corporation is organized with an authorized capitali- 
zation of 1,000 shares of stock without par value, that subscriptions 
are received for all these shares at $75.00 each, that the subscrip- 
tions are immediately collected, and that the certificates are issued. 

First illustration. The laws of some states require that the entire 
amount received for no-par stock shall be regarded as fixed capital 
and credited to a capital stock account. Under these conditions, 
the entry to record the issuance of the stock would be: 

Cash 75,000 00 

Capital Stock 75,000 00 

Issuance of 1,003 authorized DO>par siiarcs at 
$75 00 

Second illustration. Some states allow corporations to credit a 
surplus account with a portion of the proceeds of the issuance of no- 
par stock, and some states allow corporations to use such surplus 
for dividends. This is regrettable, because it destroys the distinc- 
tion between paid-in capital and surplus produced by operations. 

If a corporation is orgamzed under the laws of a state which per- 
mits this practice, it may stiff credit Capitaf Stock with the entire 
proceeds. However, if the directors pa^ a resolution that, of the 
$75.00 proceeds from the issuance of the stock, $25 00 is to be re- 
gard^’ as surplus, the accountant will record the issuance as follows: 

^Cash .. . . 75,000 00 

Capital Stock 50,000 00 

Paid-In Surplas 25,000 00 

To record the issuance, at $75 00 per sbar^ of 1 ,000 
authorized no-par shares, $25,000 00 credited to 
Paid-In Surplus m accordance with a reaolutiou of 
the directors 
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Group B Illustrations. Subscriptions Are Received for Less 
than All the Authorized Shares; Time Elapses Between the 
Ta k ing of the Subscriptions and Their Collection. 

Infonnation to be sho-wn by the accoxints. If subscriptions are 
received for less than the total authorized issue, and if time elapses 
between the taking of the subscriptions and their collection, the 
accounts should show the follomng information: 

(1) The stock authorized. 

(2) The subscriptions received; t]iosc collected; and those not 

collected. 

(3) The portion of the authorized stock issued; the portion of 

the authorized stock not issued; and the portion of the 
unissued stock for which subscriptions have been received. 

The entries to record these facts are illustrated below. 

Entries for par value stock. In the following illustrations it is 
assumed that the authorized stock consists of 1,000 shares of 
SIOO.OO par value, and that subscriptions are received for only 
S75, 000.00 par value. 

First illustration. In tliis illustration it is assumed further that 
the $75,000.00 par value of stock is subscribed for at par, and that 
the subscriptions are hmnediately collected. The entries are: 


Unissued Stock 100,000.00 

Capital Stork ,tuthori:ed 100,000.00 

To record the authoriration of 1.000 shares of 
stock of SIOO.OO par. 

Cash 75,000.00 

Unissued Stock. . 75,000.00 

To record the collection of subscriptions to 
875,000.00 par value of stock and the issuance 
of certificates. 


The facts relative to the capital stock are now shown in the ac- 
counts as follows: 

Capital Stock .Authorired $100,000.00 

Unissued Stock . $25,000.00 

The difference between the balances of the two accounts is the 
$75,000.00 par value of the issued stock. 

Second illustration. Tliis illustration is the same as the preced- 
ing one cxccjit that it is now assumed that some time elapses be- 
tween the date when the subscriptions arc received and the date 
when they are collected and the stock is issued. During this inter- 
val, a Subscriptions Receivable account should be carried on the 
books to show the amount receivable from the subscribers, and a 
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Stock Subscnbed account should show the par value of the stock 
subscnbed for. The entries are: 


Umssued Stock 100,000 00 

Capital Stock Authonaed 100,000 00 

Authorization of 1,000 shares of $10000 par 
value 


Subsenptions Heceivahle 75,000 00 

Subscribed Stock 75,000 00 

Subsenptions for 750 shares at par 

C^h 75,000 00 

Subscnptioas Receivable 75,000 00 

Collection of subsenptions 

Subscnbed Stock 75,000 00 

Unissued Stock 75,000 00 

Issuance of stock subscnbed and fully paid for 


Third illustration. In this illustration it is assumed that, of the 
$75,000 00 of subscriptions, $00,000 00 is collected and the stock is 
issued. The entries are* 


Unissued Stock 

100,00000 


Capital Stock Authorized 

Autbomation of 1,000 share of $100 00 par 


100,000 00 

Subsenptions Receivable 

75,000 00 


Subscnbed Stock 

Subsenptions for 750 shares at par 

7C.OOOOO 


Cash 

60,000 00 


Subsenptions Receivable 

Collection of subsenptions to stock of $60,000 00 
par value 

60,000 00 


Subscnbed Stock 

60,000 00 


Unissued Stock 


60,000 00 


Issuance of certificates for fully paid shares 


The account balances resulting from these entries are: 

Capital Stock Authomed $100,000 00 

Unissued Stock $40,000 00 

Subscnbed Stock 15,000 00 

Subsenptions Receivable 15.000 00 

Cash 60,000 00 

In this illustration the $60,000 00 collected represented the entire 
subscription price for 000 shares, and nothing was collected on the 
subscriptions for the other 150 shares. Since the subscriptions for 
600 shares were collected, the certificates for these shares were 
issued, and an entry was made to record the issuance of the shares. 

If the $60,000 00 collection had represented a partial collection 
on the 750 shares, the entry recordmg the issuance of certificates 
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would not have been made, and the account balances would have 
been as follows: 


Capital Stock Authori 2 ed . . . 
Unissvicd Stock . . 
Subscribed Stock. . 
Subscriptions Ileceivable. . 
Cash . . 


$100,000.00 

.. $ 100 , 000.00 

70,000.00 

15,000.00 

00,000.00 


Fourth iUustralio7i. This illustration is similar to the third illus- 
tration except that it is now assumed that the $75,000.00 par value 
of stock is subscribed for at 110. 


Uni.s-sucd Stock . . ... 

Capital Stock .Authorized. . . 

Authorization of 1,000 shares of $100.00 par. 

100,000.00 

100,000.00 

Subscriptions Receivable 

Subscribed Stock 

Premium on Stock 

Subscriptions for 750 shares at 1 10. 

82,500.00 

75,000.00 

7,500.00 

Cash 

Subscriptions Receivable. . 

Collection of subscriptions to stock of $60,000.00 
par. 

66,000.00 

66,000.00 

Subscribed Stock 

Unissued Stock 

60,000.00 

60,000.00 


Issuance of fully paid shares. 


Fifth illustratioii. Tliis illustration also is similar to the third 
illustration except that it now is assumed that the $75,000.00 par 
value of stock was subscribed for at 90. 


Unissued Stock .... .... . 100,000.00 

Capital Stock .Vutborired. . . . 100,000.00 

Authorization of 1,000 shares of $100.00 par. 

Subscriptions Receivable 67,500.00 

Discount on Stock . . 7,500.00 

Subscribcel Stock 75,000.00 

Subscriptions to $75,000.00 par \ti!uc of stock 
at DO. 

Cash 5-1,000.00 

Subscriptions Rccci%'able 5-1,000.00 

Collection of subscriptions to stock of $60,000.00 
p.ar value. 

Subscrilx^l Stock 60,000.00 

Unissued Stock 60,000.00 

Issuance of certificates. 


Entries for no-par stock. In the following illustrations it is 
assumed that the authorized Lssuc of stock consists of 1.000 shares of 
no par value; tliat subscriptions are received for 750 shares at 
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$100 00 per share , and that no portion of the proceeds of the issuance 
of stock IS to be credited to Paid-In Surplus 

When stock is without par value, the entry debiting Unissued 
Stock and crediting Capital Stock Authonzcd (made to record the 
authorized issue of par value stock) cannot be made, because there 
IS no par value to use as a dollar amount for the entry Instead, a 
memorandum notation of the number of authonzed shares is made 
m a Capital Stock Issued account, as follows 


Capital Stock Issued 

j ) II) I lAujlhlorizedissue 1 000 BharJes)J J 

First Illusiraiion It is first assumed that 750 shares of stock are 
issued for cash, no time intervening between the date of subscrip- 
tion and the date of collection The only entry required to record 
these facts is 

Cash 75 000 00 

Capital Stock Isaued 7o 000 00 

Issuance of 730 shares at $100 00 

After this entry is posted, the Capital Stock Issued account will 
appear as follows 


Capital Stock Issued 

I I II j I (Aulthlorued isoue, 1 000~6har|es)| I 

II III I Oafte I Issued 750 shares | |73000|00 

Second illustration This illustration is the same as the preced- 
ing one except that it is now assumed that some time elapses between 
the date when the subscriptions are received and the date when the 
subscnptions are collected and the stock is issued The entnes, m 
addition to the memorandum of the authorized shares, are 


Subscnptions Receivable 
Subscribed Stock 

Subscnptions to 750 shares at $100 00 
Cash 

Subscnptions Receivable 
Collection of subscriptions 

Subscribed Stock 

Capital Stock Issued 
Issuance of fully paid shares 


75 00000 

75 000 00 


75 000 00 

TSOOJlSJ 


75 000 00 

75 000 00 


Third illustration In this illustration it is assumed that, of the 
$75,000 00 of subscriptions, $60,000 00 is collected and the stock is 
issued In addition to the memorandum in the Capital Stock 
Issued account showing the number of authonzed shares, the entnes 
on the following page are made 
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Subscriptions Receivable 75,000.00 

Sub.=cribcd Stock 75,000.00 

Subscriptious to 750 sli.arcs at §100.00. 

Cash 00,000.00 

Subscription.? Ileccivablc 00,000.00 

Collection of subscriptions for COO skares. 

Subscribed Stock 00,000.00 

Capitai Stock Issued 00,000.00 

Issuance of GOO full}’ paid shares. 


Capital stock in the balance sheet. The balance sheet should 
give information about the number of .shares of stock authorized, 
the number issued, and the number unissued. Several illustrations 
are given below. 

First ilhistralion. The authorized issue consists of 1,000 shares 
of SIOO.OO par value; the only account with capital stock is: 

Ciipital Stock §100,000.00 

The facts arc shown in the balance sheet as follows: 

Net Worth: 

Capital Stock — §100.00 Par Value; Authorised and Issued, 

1,000 Slwros §100,000.00 

Second iUusiration. The authorized issue consists of 1,000 
shares of $100.00 par value; the accounts with capital stock have 
the following balances : 

Capital Stock Authorized §100,000.00 

Unissued Stock §25,000.00 

The facts are shown in the balance sheet as follows: 

Net Worth: 

Capit.al Stork — §100.00 Par Value; Authorized, 1,000 Shares; 

Is-sued, 750 Shares §75,000.00 

Third ilhislraiion. The authorized is.sue consists of 1,000 shares 
of no liar value, all of wliich have been issued. The onlj' account 
with capital stock is; 

C.apit.al Stock Issued §55,000.00 

Tlic facts arc shown in the balance sheet as follows: 

Net Worth: 

Capital Stock — No Par V.aluc; .Vuthorized and 

1,000 Sluirts §5.5,000.00 

Fourth iUusiration. The authorized issue consists of 1,000 shares 
of no par value. The Capital Stock Issued account is shotvn on 
the following page. 
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Capital Stock Issued 


I (Aujthjomed issue 1 000 5hares)j 
July] ij Issued 500 shares IsOOOOOO 


The facts are shown m the balance sheet as follows 

Net Worth 

Capital Stock — No Par Aaluc Authorized 1000 Shares 
Issued 500 Shares $50 000 00 


Stock subscribed for, subscriptions uncollected Assume that 
the authonzed issue of stock consists of 1,000 shares of $100 00 par 
value, and that the accounts contain the following balances 


Capital Stock Authorized 
Unissued Stock 
Subscribed Stock 
Subsenptioas Receivable 
Cash 


$100 000 00 

$40 000 00 

15,00000 

15 000 00 
60 000 00 


If it IS expected that the subscriptions will be collected in the 
near future, they may be shown m the balance sheet under the Cur 
rent Asset caption but they should be clearly shown as eubsenp 
tions to capital stock The balance sheet will then appear as foUotvs 


Balance Sheet 


Cunent Assets 

Cash $6000000 

Subscriptions to Cap tal 
Stock 1500000 


$7500000 


Net Worth 

Capita) Stock— $100 00 Par 
Value Authonzed 1 000 
Shares Issued, 600 Shares $60 000 00 
Subsenbed but not Issued, 

150 Shares 15 000 00 

$75 000 00 


If there is no immediate intention to call on the subsenbers for 
the uncollected balances of their subscriptions the subscriptions 
receivable may still be shown on the asset side of the balance sheet, 
but under the caption of Other Assets 

Premium and discount in the balance sheet The balances of 
Premium on Stock and Discoimt on Stock accounts should be shown 
m the Net Worth section of the balance sheet in the manner lUus 
trated below 
Net Worth 

Capital Stock — $100 00 Far Value Author 
ized and Issued 1 000 Shares $100 000 00 

Premium on Stock 10 000 00 $11000000 

Earned Surplus 2o 000 00 

Net Worth 

Cap tal Stock— $100 00 Par Valne Author 
ized and Issued, 1 000 Shares $100 000 00 

Discount on Stock 10 000 00 $ 90 000 00 

Earned Surplus 25 000 00 
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If some shares are issued at a discount while other shares are 
issued at a premium, the amount of discomit should be shown in a 
Discount on Stock account and the amount of premium should be 
shown in a Premium on Stock account. The stocldrolder who ac- 
quired his stock at a discount is not relieved of his discount liability 
merely because some other stockliolder acquired his stock at a 
premium. 

Paid-in surplus in the balance sheet. If only a portion of the 
proceeds of no-par stock is credited to a capital stock account, and 
the remainder is credited to a Paid-In Surplus account, the facts 
may be shown in the balance sheet as follows: 

Net Worth: 

Capital Stock — No Par V.aluc; 

Issued, 1,000 Shares; 

Paid-In Surplus 

Earned Surplus 

Or as follows : 

Net Worth: 

Capital Stock — No Par ^'aluc; .Vuthoriied and 
Issued, 1,000 Slutres $50,000.00 


Surplus; 

Paid-In.... $10,000.00 

Earned . 1.5,000.00 25,000.00 


Authorized and 

.. $50,000 00 
.. 10,000.00 SCO, 000.00 

15,000.00 
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The Corporafion (Continued) 

Preferred stock Preferred stocks differ with respect to the 
special nghts conferred upon their holders Thus, stock may be 
(f) Prejerred as to dividends 

Such stock entitles its holders to a dividend of a stipulated 
rate, or amount per share, before any dividend is paid on 
the common stock Preferred stockholders ha\e no right 
to dividends, however, unless the company has a surplus 
available for dividends, and even m that case they ha\e 
no nght to demand di\adends unless the directors declare 
them Stock nhicb is preferred as to dividends may be 

(a) Cumulative, in which case all dividends in arrears on 

preferred stock must be paid before dividends can 
be paid on the common stock 
To illustrate, assume $100,000 00 par value of 6% 
cumulati\e preferred stock, 8100,000 00 par value 
of common stock, and surplus of 830,000 00, no 
dividends have been paid on the preferred stock for 
four years Since the preferred stock is cumulative, 
the preferred stockholders are entitled to dividends 
of 824,000 00 before any dividends can be paid to 
the common stockholders 

(b) Noncumulative, in which case a dividend lost m one 

year is lost forever 

Stock which is preferred as to dividends may be 

(a) Fully participating, or entitled to dividends at as high 
a rate as the dividends paid on the common stock 
To illustrate, assume 8100,000 00 par \ alue of 6% 
fully participating preferred stock, $200,000 00 par 
value of common stock, no preferred dividends in 
arreare, and surplus of 827,000 00 
The preferred stock is entitled to a 6% dividend, or 
86,000 00 

A 6% dividend (or 812,000 00) may then be paid to 
the common stockholders without making any ad- 
ditional dividend payment to the preferred stock- 
holders 
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But if a 9% dividend ($18,000.00), instead of a 6% 
di\idend, is paid to the common stockholders, an 
e.xtra 3% must be paid to the preferred stock- 
holders. 

(b) Partially participating, or entitled to participate Vvith 

the common stock, but only to a limited degree. 
For instance, the preferred may cariy a 6% prefer- 
ence rate, with a right to participate to S%. 

(c) Nonparticipating, or entitled to receive its stipulated 

preferred dividend but no more, regardless of the 
rate paid on the common stock. 

If the preferred stock is noncumulative and nonparticipating, 
its holders have a right to only the stipulated rate of re- 
turn, regardless of the profits earned; and if a dividend is 
not paid in one j'car, the right to it is forever lost. On the 
other hand, if the stock is participating and cumulative, 
the preferred stockholders mil receive as high a rate of 
dividend as the common stockliolders receive, and the pre- 
feiTed diNidcnd for every year must be paid before any- 
tliing can be paid to the common stockholders. 

If a corporation is successful, and its preferred stock is non- 
participating, the conmion stockliolders may receive larger 
diAadends than those paid to the preferred stockholders. 
*‘Vs a consequence, the common stock maj’ have a much 
higher market value than the preferred stock. 

Preferred as fo asscls. 

In the ei'ent of dissolution and liquidation, stock that is pre- 
ferred as to assets is entitled to pajunent in full before any 
distribution is made on the common stock. 

To illustrate, assume $100,000.00 par value of preferred 
stock, $100,000.00 par value of common stock, and assets 
of only $150,000.00 after paxdng all habilities. If the pre- 
ferred stock is preferred as to assets, $100,000.00 should be 
paid to the preferred stockliolders, and only $50,000.00 to 
the common stockholders. If the preferred stock is not 
preferred as to assets, the a.ssets should be divided be- 
tween the common and the prefcn’cd stockholders in the 
ratio of the par value of the two classes of stock — in this 
case, equally. 

The preference as to a.«set5 may extend only to the par of the 
stock, or the preferred stockliolders may have a right to 
receive par and ail di\ndends in arrears. Just what the 
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preferred stockholders' ri^ts are must be determined in 
each case by reference to the stock certificate or the 
charter. 

The fact that stock is preferred as to dividends does not 
make it preferred as to assets also, nor is stock which is pre- 
ferred as to assets necessarily preferred as to dividends 
also 


Accounts with various classes of stock. If several classes of 
stock are issued, the account titles for each class should clearly indi- 
cate its nature For instance, a ledger might contain the following 
accounts. 

Unissued Stock — Common 
Capital Stock Authorized — Common 
Subscnptioas Receivable — Common 
Subscribed Stock — Common 
Unissued Stock — 7% Preferred 
Capital Stock Authorized — 7% Preferred 
Subscriptions Receivable — 7% Preferred 
Subscribed Stock — 7% Preferred 
Discount on Stock — Common 
Premium on Stock — 7% Preferred 

To illustrate the use of such accounts, assume the following 
facts : 

Common stock 

The authorized issue is 1,000 shares of SIOOOO par value; 
750 shares are subscribed at 90, subscriptions for 600 
shares are collected and the stock is issued. 

Preferred stock — 7%; 

The authorized issue is 500 shares of $100 par value; 400 
shares are subscribed at 110, subscriptions for 250 shares 
are collected and the slock is issued. 


Following are the entries to record the facts just mentioned. 


Unissued Stock — Common 

Capital Stock Authorized — Common 
Authorization of 1,000 shares of $10000 par 

100,000 00 

100,000 00 

Subscriptions Receivable — Common 

Discount on Stock — Common 

Subscribed Stock — Common 

To record subscriptions to 750 shares of common 
stock at 90 

67,500 00 
7,500 00 

75,000 00 

Cash 

Subscriptions Receivable — Common 

54,000 00 

54,000 00 


To record collection of Eabscnptions to €00 
ebares 
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Subscribed Stock — Common GO.OOO 00 


Unissued .Stock — Common , 

K-<u.nnce of GOO sb.ircs for which subscriptions 
lm\ e been collected. 


00,000 00 

Unissued Stock — 79f Preferred 

Capital Stock .Vuthorized — 7% Preferred 
Authorization of 500 shares of $100.00 par. 

50,000.00 

50,000.00 

Subscriptions Receivable — 7^c Preferred 

Premium on Stock — 7‘'^ Prefcircd 

Sub'Cnbed Stock — 7 Co Preferred 

To record subscriptions to -100 shares at 110 

4^,000.00 

4,000.00 

40,000.00 

Cash . 

Subscriptions Receivable — 7Co Preferred 

To record collection of subscriptions to 250 
shares. 

27,500 00 

27,500.00 

Subscribed Stock — 7^'c Preferred 

Unissued Stock — 79o Preferred. 

25,000 00 

25,000 00 


Issuance of 250 shares for which subscriptioirs 
have been collected. 


Common and preferred stock in the balance sheet. If there are 
two classes of stock, the amounts thereof should be shown separately 
in the balance sheet, and the special rights of the preferred stock 
should be described briefly. No attempt need be made to di\nde 
the surplus in order to show the rights of the two classes of stock 
therein. The balance sheet presentation of the facts may, there- 
fore, be as follows: 


Net Worth: 

Capital Stock — SIOOOO Par Value: 

Preferred, 0% Participating, Cumulative; 

.Vuthorired and Issued, 1,000 Shares . $100,000.00 
Common, .\uthorirod and Issued, 1,000 
Share.-. . 100,000.00 

Total Capital Stock . $200,000 00 

Earned Surplus . ' . 75,000 00 

Total Net Worth 


$275,000.00 


Stock issued for property. Tilien par value stock is issued for 
property other than cash, the question arises of whether the property 
is really worth the par of the stock issued. If it is not worth the par 
of the stock, a Discount on Stock account should be debited with the 
excess of the par of the stock over the value of the property. Such 
a debit to Discount on Stock is not likely to be made, however, be- 
cause directors are disposed to value the property at the par of the 
stock, and in so doing they are acting within their legal powers, for 
the law allows directors great latitude in exercising their discretion 
regarding the value of property acquired by issuance of shares of 
stock. 
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One of the adv antages of no-par stock is that it reduces the in- 
centi\e to overvalue assets, because xt is not necessary to inflate 
the valuation of property received for stock in order to balance the 
par \alue of the stock If stock without par value is issued, the 
property can be recorded at its fair value, and a capital stock ac- 
count can be credited with the same amount However, the use of 
no-par stock has not done away entirely with the overvaluation of 
assets issued for stock 

Stock values The following terms are used in expressing differ- 
ent bases for the \ aluation of stock 

Par value This is a nonunal value, pnnted on the certificate 
For instance, if a corporation xs authonzed to i«sue $100,000 00 of 
capital stock, represented by J,000 shares, the par value of each 
share ls $100 00 

BooJ talue The book value of a share of stock of a certain class 
IS computed by dividing the total amount of capital stock and sur 
plus applicable to the class by the number of shares of the class 
outstanding 

For instance, if a corporation has 1,000 shares of common stock 
(and no preferred stock) outstanding, and its balance sheet shows 

Capital stock $100 000 00 

Surplus 30 000 00 

Total $130 000 00 

the book value of each share is S130 000 00 — 1 ,000, or $130 00 

If there is preferred stock outstanding, the preferred stock- 
holders' mterest in the surplus will depend upon whether the stock is 
participating, and also upon whether the preferred stock is cumula- 
tive and there are preferred dividends in arrears 

Mar) el value This is the pnee at which a share of stock can be 
sold It depends partly on the book value of the stock and partly 
on the corporation’s eammg record and the prospects of future 
profits and dividends 

lAquidation value This is the amount which a stockholder may 
expect to receiv e if the corporation gora out of business, disposes of 
its as'^ets, pays its liabilities, and distributes the residue among its 
stockholders If common stock only is outstanding the hqmdation 
value depends on the book value of the stock and the probable 
shnnkage and loss which would be incurred in liquidation If 
common and preferred stocks are outstanding, the hqmdation v allies 
of both classes depend also up>on whether the preferred stock is 
preferred as to assets 

Redemption value Corporations sometimes issue preferred stock 
with a right to redeem it The redemption pnee may be stated m 
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terms such as; par, par and dividends in arrears, or par and a pre- 
77ih(7n of So. 00 per share. 

Stated value. The concept of stated value is discussed at some 
length in Chapter 20. 

Books peculiar to corporations. Corporations keep tlucc books 
■which are not kept by indi\-idual proprietomhips or partnersliips. 
These are : 

Subscribers' ledger. 

Stockholders’ ledger. 

jSIinutc book. 

Subscribers’ ledger. If stock subscript ioirs are collectible in 
histallments, the Subscriptions account in the general ledger is 
debited "with the total of all subscriptions and credited with the 
amounts collected from all subscribers. To show the amounts re- 
ceivable from indi^Tdual subscribci's, a subscribers’ ledger may be 
kept. Each subscriber's account in tliis ledger is debited with the 
amount of liis subscriptions and credited uith the amounts collected 
from liim. 

The Subscriptions account in the general ledger is a controlling 
account, and the subscribers* ledger is a subsidiaiy ledger. 

Stockholders’ ledger. The stockholdei-s’ ledger contains an 
account with each stockholder, showing the niunber of shares issued 
in his name. The entries usually show the mmiber, rather than the 
dollar value, of the shares. 

The stockliolders' ledger is controlled by the Capital Stock ac- 
count (or by the dilYcrencc between the credit balance of the .Capital 
Stock Authorized account and the debit balance of tlie Unissued 
Stock account). Therefore, the accounts in the stockholders' ledger 
have credit balances, each stockholder’s account being credited with 
the number of shares is=:ued to him, and debited with the number of 
shares surrendered by him for transfer. 

Minute book. A record of all the actions taken by the stock- 
holders and directors at their meetings is kept by the secretan.' of 
the company in a minute book. This book docs not contain debit 
and credit entries: it contains a record of events written in narrative 
form, or in the fonn of resolutions. 

The minute book usuall}* contains a cop}' of the company's by- 
laws. The rights and duties of the stockholders, directors, and 
oflicers are in general governed by the state corporation law; in 
man}' particulars, however, they are stipulated by the corporation's 
own by-laws. The by-laws cont.ain other stipulations with respect 
to the management of the corporation, such a®: the dates on which the 
regular meetings of the stockholders and directors shall be held, the 
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formalities to be complied with m calling special meetings, and any 
transactions (such as the issuance of new stock with special pnvi 
leges) that require the approval of the stockholders The by laivs 
are usually passed by the stockholders, but in some states they may 
be passed or amended by the directors 

Partnerships and Corporations — ^Advantages and Disadvantages 
If several people are to contnbute capital to a business, a choice may 
be had between the partnership and the corporate form of organize 
tion The following disadvantages of the partnership form should 
be understood 

(1) Each partner is individually habic for such partnership debts 

as cannot be paid from the partnership assets Stock 
holders are usually not liable for the debts of the corpora- 
tion if they have paid the corporation the full par value of 
their stock 

(2) Partners usually have equal authority m tho management of 

the partnership business stockholders have votes m pro- 
portion to the number of shares held In some states, 
preferred stock may be issued without voting rights 

(3) \ partnership may be dissolved bv the death, insanity, m- 

solvencv or withdrawal of a partner, therefore, the con 
tinued life of the partnership is constantly in jeopardy A 
corporation can ^ dissolved only by the expiration of the 
penod stated m the charter, by agreement of the stock 
holders by forfeiture of the charter by the state, or by 
judicial decree 

(4) A partner cannot withdraw from a partnership or sell his 

interest to another person without the consent of the other 
partners, if he undertakes to do so without their consent, 
he renders himself liable to a suit for damages A stock 
holder can sell his stock to any willing purchaser whenever 
he desires, the consent of the other stockholders is not 
reqiured 

(5) If a partner dies, the partnership is dissolved, his estate has 

a right to be paid the amoimt of his interest, but his heirs 
have no right to enter the business as partners without the 
consent of the other partners If a stockholder dies, his 
stock posses to his heirs, who thus acquire an mterest in 
the business 

(6) A stockholder can pledge his stock as collateral to a loan, 

a partner cannot easily pledge his partnership interest 
Therefore, a stockholder is m a better position than a 
partner to borrow needed funds 
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(7) If a partnership needs additional eapital, it must be obtained 
from only a few people; a partnership \N-ith many partners 
is impracticable. A corporation can raise capital by sell- 
ing stock to innumerable people. 

(S) Except in a few states, partnerships maj' not hold title to 
real estate; title must be in the name of an indi^'idual 
partner. Therefore, a partnership usually finds it c.x- 
tremelj’’ difficult to make long-term borrowings on bonds. 
A corporation can hold title to real estate, and can pledge 
its property as security to a bond issue. 


On the other hand, the corporation has certain disadvantages: 

(1) The state requires the pajTUcnt of a fee at the time the cor- 

poration is organized, and an annual franchise ta.\ for the 
privilege of continuing operations. 

(2) Since the stockholders arc not personally liable for the cor- 

poration's debts, it is sometimes difficult for a corporation 
to borrow money. Banks frequently refuse to make loans 
to corporations unless certain indindual stockholders en- 
dorse the notes. 

(3) Corporations are required to furnish state officials with manj' 

reports not required of partnerships. 

(4) A corporation receives its charter from one of the states: if 

it desires to do business in other states, it should obtain 
licenses from those states, and pay a hcense fee to each of 
them. Failure to obtain such licenses may result in losses 
of far greater amount than the fees. For instance, each 
state regards the corporations organized under the laws 
of other states as foreign corporations; a state may refuse 
unlicensed foreign corporations the pri\'ilege of bringing 
actions in its courts, and hea\y losses may be incurred be- 
cause of the inability to enforce claims by actions at law. 

(5) A corporation has a right to conduct only the kind of 

business mentioned in its charter: to engage in other lines 
of business, it must obtain an amendment of its charter. 

(6) Restrictions of various kinds are placed upon corporations 

by the various states. Tlie.^c restrictions van,*. In some 
states a corporation cannot own the stock of another 
corporation; in some states it cannot own its own stock; 
in some states its liabilities cannot exceed a certain per- 
centage of the capital stock. Also, corporations are fre- 
quently prohibited from owning more real estate than is 
required for their business uses. 
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Changing from a partnership to a corporation. To illustrate the 
entnes to be made to effect a change from partnership organization 
to corporate organization, let us assume that A and B are partners, 
sharing profits and losses equally, and that their balance sheet 
appears as follows 


Ais«ta 

Cash 

Accounta Receivable $25 000 
Less Reserve for Bad 
Debts 1000 

Merchand se Inventory 


It IS decided to incorporate The corporation, to be known as 
The A B Company, is to obtain a charter authorizing the issuance 
of $100,000 00 of capital stock, consisting of 1,000 shares of $100 00 
par value 

A and B expect to sell a portion of this stock later to other 
parties, in anticipation thereof, they make the following adjust- 
ments in the \ aluation of their assets 

The goodwill of the business is to be valued at $6,000 00 
The merchandise inventory is to be written down $2,000 00 
The reserve for bad debts is to be increased $500 00 
After making these adjustments, the two partners are to make 
additional cash investments sufficient to bring their capitals to 
$35,000 00 for A and $25,000 00 for B, and are to take capital stock 
m these amounts 

Adjustment of asset values; additional mvestments The 
following entries will be made on the partnership books to adjust 
the asset values m accordance with the agreement, and to record the 
additional cash investments 

Goodv-iU 6 000 00 

Merchandise Inventory 
Reserve for Bad Debts 
A Capital 
B Capital 

To make the adjustments indicated 

Cash 6 500 00 

A Capital 3 250 00 

B Capital 3 250 00 

To record additional cash investments pnor to incor 
poration 


2 000 00 
600 00 
1 7o0 00 
17o0 00 


AARD B 
Balance Sheet 
December 31, 19 — 

I.ubilibes ud Net Wortb 

$ 5 000 Accounts Payable $ 9 000 

h.et Worth 

24 000 A Cap tal 330 000 

30 000 ® Capital 20 000 50 000 

$59000 359 000 
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After these entries are posted, the balance sheet of the partner- 
ship, immediately prior to the incorporation, will be: 

A AKD B 
Balance Sheet 
December 31, 19 — 

Assets Diabllities aad rtet Werth 

Cuch 511,500 Accounts Payable 5 9,C00 

Accounts Receivable . . . 525,000 

Less Reserve for Bad Net Worth: 

Defats 1,500 23,500 A, Capital 535,000 

Merchandise Inventory 28,000 Capital 25,000 60,000 

Goodv.-ill 6,000 

569,000 5G9,(Xri 

Alternative procedures. The remaining entries to record the 
change from the partnership to the corporation will depend upon 
whether: 

(1) The partnership books are to be retained for use by the cor- 

poration. 

(2) The partnership books are to be closed and new books are to 

be opened by the corporation. 

Partnership books retained. If the partnership books arc to be 
retained as the books of the corporation, the only entries necessarj- 
to record the change from the partnersliip to the corporation are 
those required to eliminate the partners' Capital accounts and to set 
up the capital stock accounts. These entries are as foUows; 

Utdssucd Stock 100,000.00 

Capiud Stock Authorized .... . . 100,000.00 

To record the authorizutioa of 1,000 shares of 
stock of 5100.0<i) par value. 

.1. Capita! 3-5,000.00 

B, Capital 25,000.00 

UnL'-sued Stock. , . 60,000.00 

To record the i^^uance of 6(X> shares of stock to 
.1 and B. in exchance for their capital interests 
in the partnership. 

Partnership books closed; new books opened for corporation. 
If a new set of books is to be U'=cd by the corporation, the partner- 
ship books must be dosed and the new books must be opened. Tliis 
is accomplished a^ follows: 

(1) Entries closing the partnership books by recording the trans- 
fer of the a.ssets and the liabilities to the corporation, in e.x- 
change for stock of the corporation, as shov^m on the 
following page. 
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The A B Coinpany 69,000 00 

Reserve for Bad Debts 1,500 00 

Cash 

Merchandise Inventory 
Accounts Receivable 
Goodwill 

To record the transfer of the partnership's assets 
to The A B Company 

Accounts Payable 9,00000 

The A B Company 

To record the assumption ol our liabilities by the 
corporation 

Stock of The A B Company 60,000 00 

The A B Company 

To record the receipt of 600 shares of the Corpora 
tion stock in payment for the net assets trans- 
ferred. 


[Cli IS 

\ 


11,500 00 
28,000 00 
25,000 00 
6,000 00 


9,000 00 


60,000 00 


A, Capital 35,000 00 

ff, CapiVni' 2o,09300 

Stock of The A D Company 60,000 00 

To record the division of the stock between the 
partners, and to close their Capital account^ 


(2) Entries oq the corporation’s books to record the authorized 
issue of stock, the stock subscriptions of the partners, and 
the acquisition of the partnership's net assets in payment 
of the subscriptions 


Unusued Stock 

100,00000 


Capital Stock Authorued 

100.000 00 

To record the authonzation of 1,000 shares of 
$100 OO par value each 

Cash 

11 500 00 

Merchandise Inventory 

28,000 00 


Accounts Receivable 

25 000 00 


Goodwill 

6.000 00 


Reserve for Bad Debts 

1,500 00 

A and B 


69,000 00 

To record the purchase of the assets of A and B, 
partners 

A and B 

9,000 00 

Accounts Payable 


9,000 00 

To record the assumption of the partnei^liip 
habilities 

A and B 

6o,ooaoo 


Unissued Stock 


60,000 00 

To record the issuance of stock to A and 1} for 
their net assets 

Changing from a corporation to a partnership. 

Corporations 

with a few stockholders are sometimes changed to 

partnerships. 


To illustrate the accounting procedure involved, assume that a 
corporation’s balance sheet immediately before the change is as 
shown on the follon mg page. 
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THE X Y COMPANY 
Balance Sheet 
June 30, 19 — 



Asseta 


LUbllities aad Het Worth 


Cash 

.•\ccounts Receiv- 
able 

Less Reserve for 

$30,000.00 

S 6,000.00 

Accounts Payable 

Net Worth; 

Capital Stock. . . 

$50,000.00 

$15,000.00 

Bad Debts. . . 
Merchandise 

1,000.00 

29.000. 00 

40.000. 00 
$75,000.00 

Earned Surplus 

10,000.00 

60,000.00 

$75,000.00 


X ouTis $30,000.00 of stock, and }* owns $20,000.00. Hence 
A’’s interest in the siirplu-s is $6,000.00, and }'’s interest is .$4,000.00. 

Entries if corporation books are retained. If the corporation’s 
books are to be used by the partnership, the onlj' entrj' to record the 
change in the form of organization is: 

Capital Stock 50,000.00 

Earned Surpkis 10,000.00 

A', Capital 30,000.00 

r, Capital 24,000.00 

To record the ckange from corporate to p.artner- 
ship form of organization. 

New books for the partnership. If a new sot of books is to he 
used by the partnership, the corporation’s books must be closed and 
new books must be opened. Tiiis is accomplished as follows: 

(f) EiUrij on the corporalwn’s books: 

Capital Stock 50,000.00 

Earned Surplu.; . . . 10,000.00 

.\ccounls Payable 15,000.00 

Itcsmv for Bad Debts . . . . . . 1,000.00 


Cash . 0,000.00 

.\ccounts Receivable 30,000.00 

Merchandko 40,000.00 


To record the dw-ohition of the corporation and 
distribution of the a.sscts, subject to liabilities and 
nser\-c, to the stockholders. 

(2) Enlrjj to open the partnership hooks: 

Cvh 

.•\ceounts Receivable 

Merch.andbc 

Rcscri'c for Bad Debts 

.^ccount.« Payable 

X, Capit.al 

Y, Capital 

To open the books of the partnership. 


0,000.00 

30.000. 00 

40.000. 00 


1,000.00 

15.000. 00 

30.000. 00 
2?,000.0'3 



CHAPTER 20 

Tihe Corporation (Concluded) 

The nature of surplus Surplus may be broadly defined as the 
portion of a corporation’s net worth not represented by its capital 
stock 

Formerly, one Surplus account was regarded as sufficient, and it 
was credited with such diverse mcrcments m net worth as the fol 
lowing 

Operating profits 

Extraneous profits, such as those resulting from sales of fixed 
assets and investment securities 

Premiums on par value stock and amounts received for no- 
par stock m excess of the amounts credited to a capital 
stock account 

Profits made by purchases and sales of the company's own 
stock 

Donations by stockholders 

Increases m the valuation of fixed assets shown by ap- 
praisals, but not realized by the sale of the assets 

During recent years accountants have come to belle^ e that such 
diverse increments in net north should not be credited to a single 
surplus account, but that various increments should be classified as 
earned surplus and capital surplus 

Earned surplus Most accountants now favor crediting an 
account called Earned Surplus (or sometimes merely Surplus) with 
only those profits which result from operations or which are realized 
by extraneous transactions, such as the sale of fixed assets or invest- 
ment securities 

Cspttnl sarpioff. Ail the smpfoB’ ekmeate aot preperis' ctedct&i 
to the Earned Surplus account may be credited to a single Capital 
Surplus account It is preferable, however, to use several accounts 
m order to maintain a clear record of the elements of capital sur- 
plus Some of the accounts which may be used arc 

Premium on Stock 

This account is credited with the excess of the amount re- 
ceived for par value stock over the par of the stock issued 
The title of the account should indicate the class of stock 
on which the premium was received 
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Paid-in Surplus. 

Tliis account is credited -with the excess of the amount re- 
ceived for no-par stock over the amount credited to a 
capital stock account. Separate paid-in surplus accounts 
should be used for the various classes of stock. 

Premium on par value .stock and the excess of the issuing 
price of no-par stock over the amount credited to the 
capital stock account are both paid-in surplus. In the 
case of par value stock it is possible to use the specific 
title, Premium on Stock; this title cannot be used in con- 
nection n-ith no-par stock — because a premium is the e.x- 
cess of the amount received over par — and, therefore, it is 
necessary to use the general title, “Paid-in Surplus.” 

Profits on Sales of Trcasuiy Stock. 

This account is credited with any profits made by a company 
as a result of acquiring its omi stock and reselling it at a 
price in excess of cost. 

Donated Surplus. 

Stockholders sometimes make donations to a corporation; 
this account would be credited mth the amounts thereof. 
Or suppose that a city gives a corporation a plant to in- 
duce it to locate in the city; the debits to the Land ac- 
count and the Building account would be offset bj* a 
credit to tills account. 

Capital surplus may, therefore, be the name of a single account 
to which all capital surplus elements arc credited, or it may be a term 
applied to a group of accounts containing various capital surplus 
elements. 

In the past, fixed assets were sometimes written up from a valua- 
tion on a cost basis to a valuation on an appraisal basis, with an off- 
setting credit to Surplus, hlost accountants now believe that it is 
undesirable to make entries in the accounts to show valuations dis- 
closed by appraisals. Those accountants who believe that it maj' 
sometimes bo permissible to make entries writing up fixed assets to 
appraisal values are in agreement that the offsetting credit should not 
be made in the Earned Surplus account, but they are not in agree- 
ment as to the account which should be credited. Two opinions arc 
held : 

(J) The increment may be regarded as an clement of capital surpJas: 
7 t 77iay be credited to on account xcith sojnc title such ns ,Sitr- 
plusfrom Appraisal of Land and Buildings, or Appraisal 
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Surplus; and tl may le shown in the balance sheet as one 
of the elements of capital surplus, in the manner illustrated 
below: 


Net Worth 
Capital Stock 

Preferred — $100 00 Par Value, Authorized 
and Issued, 1,000 Shares 
Common — ^No Par Value Authorized and 
Issued, 5,000 Shares at Stated Value 
Total Capital Stock 

Surplus 

Earned 

Capital 

Premium on Stock — Preferred $10,000 00 

Paid in — on Common Stock 50,000 00 

Profit on Sales of Treasury Stock — Com* 
mon 15000 00 

Appraisal of I^nd and Uuildmgs 40 003 00 

Total Capital Surplus 
Total Surplus 


8100,000 00 
500,000 00 

$600,000 00 

$225,000 00 


115,003 00 

340,000 00 


(2) The increment disclosed by an appraisal may be regarded as a 
pari of the net worth but U should not be regarded as surplus 
(not even capital surplus) because it has not been realized; 
it should be credited to an account with some title such as 
Unrealized Increase in Valuation of Land and Buildings — 
per Appraisal, and should be shown in the balance sheet as a 
distinct element of net worth, in the manner illustrated below. 


Net Worth 
Capital Stock 

Preferred— $100 00 Par Value, Authorized 
and Issued, 1,030 Shares 
Common— No Par Value, Authorized and 
Issued, 5,000 Shares at Staled Value 
Total Capital Stock 

Surplus 

Earned 

Capital 

Premium on Stock — Preferred $10,000 00 

Paid m — on Common Stock 50,000 00 

JVsifit no Sale? nf T-rpasuip' iUork — Cniu- 

mon 15,000 00 

Total Capital Surplus 
Total Surplus 

Unrealized Increase in Valuation of Land and 
Buddings — ^per Appraisal 


$100,000 00 
500,000 00 

$225,000 00 


75,000 00 


$600,000 00 


300,000 00 
40 000 00 


If there are many capital surplus accounts, the balances of some 
of them may be combined in the balance sheet, but any balance m an 
appraisal surplus account should be set out separately since such a 
surplus is unrealized. 
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Treatment of stock premium and discoimt accounts. T\Ticn a 
single Surplus account was kept, it was the custom to close the Pre- 
mium on Stock account to it, and to write off the Discount on Stock 
account by charges to Surplus either immediately or over a period 
of years. 

It is now coming to be recognized that this procedure is of doubt- 
ful propriety. The Premium on Stock account is a capital surplus 
account, and its balance should not be transfeiTcd to the earned 
surplus, hloreover, to write off the Discount on Stock account 
against earned surplus conce.als the stocklioldcrs’ liability, which 
is important in the event the corporation is unable to pay its 
debts, and beclouds the records so that they no longer clearly show 
the portion of the net worth created by stocklioldcrs’ investments 
and the portion accumulated by the retention of earnings. IModern 
practice, therefore, appeai-s to favor retaining the Premium on Stock 
account and the Discount on Stock account permanently, and 
showing their balances in the balance sheet in some manner such as 
the following: 

Net 'Worth: 

Capital Stock — $100.00 Par t'alue: 

Common — .Authorized and Issued, 1,000 
Shares $100,000.00 

Preferred — .-Vuthorized and Issued, 500 

Sluircs 50,000.00 

Total $150,000.00 

Surplas; 

Earned Surplus S 75,000.00 

Premium on Preferred Stock 5,000.00 

Total $ 80,000.00 

Deduct Discount on Common Stock 10,000.00 70,000.00 

Net Worth $220,000.00 

Organization expenses. The organization of a corporation in- 
volves the payment of attorneys’ fees and other expenses. Theo- 
retically, such expenses should be regarded as benefiting the cor- 
poration during the entire period of its existence, and should be 
written off gradually (by charges to Profit and Los.« or Surplus} over 
the life of the company. But, from a practical standpoint, it is im- 
possible to estimate the life of the company, and accountants have, 
therefore, adopted the conservative policy of writing off such c.x- 
penses by charges to Surplus during the year of organization or 
during the first few years of the company's life. Any portion not 
written off is shown in the balance sheet under the caption of De- 
ferred Charges. 

Profit and loss and earned surplus statements. The changes in 
earned .surplus during a period may be the result of the factors 
stated on the following page. 
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The net profit or income or the net loss resulting from regular 
operations 

Extraneous profits or losses 

These changes in surplus result from transactions which are 
not elements of regular operations, such as profits or losses 
on sales of fixed assets or investments 
Corrections of operating profits or losses of prior periods 
Assume that the inventory at the end of 1948 was under- 
valued $25,000 00, thus causing an understatement of the 
profits of that year the error was discovered in 1949 If 
the same understated inventory were used in the state- 
ments for 1949, the profits for that year would be over- 
stated The correct inventory should be used m the 
statements for 1949, and the correction of the error should 
be shown as a separate item m the statements 
Dividends 

In the statements prepared at the close of a period, the net profit 
or income resulting from regular operations should be clearly dis- 
tinguished from all other changes m earned surplus For many 
years it was the established practice to make this distinction by 
ending the profit and loss statement at the net income line, and show- 
ing in a surplus statement any extraneous profits, corrections of 
operating profits or losses of prior years, and dividends, thus. 

THE BATES COMPANY 
Statement of Profit and Loss 
For the Year Ended Pecember 31, 1949 

Net Sales 

Deduct Cost of Goods Sold 
Gross Profit on Sales 
Deduct Expenses 
Net Income 

THE BATES COMPANY 
Statement of Earned Surplus 
For the Year Ended December 31, 1949 
Surplus December 31, 1918 
Add 

Net Income for the Year 
Understatement of Inventory, December 31, 

1948 
Total 
Deduct 

Loss on Sale of Land and Budding $30 000 00 

Dividends 20 000 00 50 000 00 

Surplus December 31 1949 $1^^0^ 


$500 000 00 
400 000 00 
$100 000 00 
55 000 00 
$ 45 000 00 


$11000000 
45 000 00 

25 000 00 
$180 000 00 
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Tlie statement procedure justillustrated isstill regarded as proper, 
but some accountants have recently expressed the fear that readers 
of accounting reports are likely to assume that the profit and loss 
statement tells all that is to be told about profits and losses, and are 
not aware of the significance of matters’ disclosed in the surplus 
statement; these accountants advocate protecting such people by 
combining the profit and loss statement and the surplus statement. 
Such a combined statement follows: 

THE BATES COMPANY 
Statement of Profit and Loss and Earned Surplus 
For the Year Ended December 31, 1949 


Net Sales ?500,000 00 

Deduct Cost of Goods Sold . 100.000 00 

Gro=v Profit on Sales ? 100,000 00 

Deduct Expenses . . . 55,000 00 

Net Income for the Year .. . $ 15,000 00 

Add Correction of Understatement of Profit for lOlS resulting 

from Understatement of In\ cntor>' at the End of that \ car 25,000 00 
Total Increases in Earned Surplus S 70,000 00 

Deduct Loss on Sale of Land and Building . 30,000 00 

Increase in Earned Surplus before Dmdends $ 10,000 00 

Deduct Dmdends . 20,000 00 

Increase in Earned Surplus . . $ 20,000 00 

Earned Surplus December 31, 19 IS 110,000 00 

Earned Surifias, December 31, 1949 $130,000 00 


In recent years man}' accountants have advocated the adoption of 
the “clean surplus” thcoiy, wiiich menus that extraneous profits and 
losses (such as those resulting from the disposal of fixed asset';) and 
coircctions of profits of prior periods should be shown in the profit 
and loss statement before the “Net Income” line. Those who 
advocate tliis procedure advance arguments such as the following: 

Unless corrections of the profits of prior periods are shown in 
the profit and loss statement, the total of the amount;; shown 
as net income in the profit and loss statements for a scries of 
periods will not be the tme aggregate net income for those 
periods. 

It is not alwaN-s possible to determine with certainty whether 
an item should properly be regarded as a correction of the 
profits of a prior period or an clement of operations of the 
current period. For instance, assume that, at the end of a 
certain year, the rcsotve for bad debts is found to be inade- 
quate; did the inadequacy result from insufficient provisions 
in the current year, or from insuilioient prorisions in prior 
years? If, in such cases, a charge is made to surplus ah 
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though part or all of the additional reserve provision is re- 
quired because the current year’s provision is insufficient, 
the net income for the current year is overstated 
To some extent, at least, the profit or lo^s on the disposal of a 
fixed asset is a correction of the operating charges for depre- 
ciation moreover, the total profit on the disposal of a fixed 
asset IS income, although it may not be an operating profit 

The following statement is m conformity with the “clean 
surplus theory 


THE BATES COMPANY 
Statement of Profit and Loss and Earned Surplus 
For the Year Ended December 31 1949 


Net Sales 

S500 000 00 

Deduct Cost of Goods Sold 

400 000 00 

Gross Profit on Sales 

$100 000 00 

Deduct Expenses 

55 000 00 

Net Profit 

$ 45 000 00 

Add Correction of Understated Inventory on December 31 
1943 

25 000 00 

Total 

$ 70 000 00 

Deduct Loss on Sale of Land and Building 

30 000 00 

Net Income 

$ 40 000 00 

Earned Surplus December 31, 1948 

110000 00 

Total 

$150 00000 

Deduct Dividends 

20 000 00 

Earned Surplus December 31 1949 

$130 000 00 


The Committee on Accounting Procedure of the American Insti 
tute of Accountants issued a bulletin in December, 1947, statmg its 
opinion that the amount shown as “net mcome” should be deter 
mined before such items as the following 

Matenal charges and credits related to operations of prior 
years 

Matenal charges and credits resulting from unusual sales of 
assets other than those m which the business ordinarily 
deals 

Matenal losses of a kmd not usually insured against, such as 
those resulting from wars, nots, and so forth 

The ^vTite-off of matenal amounts of intangibles, such as the 
complete ehmination of goodwill 

The write-off of matenal amounts of bond premium, discount, 
or expense 

The Committee expresses no preference as to whether such items 
should be shown in a separate surplus statement (as illustrated on 
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page 282) or in a combined statement of profit and loss and earned 
surplus (as illustrated on page 283). 

Dividends. Under -what conditions does a company have a 
legal right to declare a dindend? It is difficult to state general rules 
•wluch are not subject to exceptions because the laws of the various 
states differ in their regulations, especially with respect to dividends 
on no par value stock. In general, it may be said that a corporation 
has a right to pay a di^'idend if it has a surplus which has been pro- 
duced by realized profits from operations or extraneous transactions, 
or from premiums on the sale of par value stock. Di\idends cannot 
legally be paid from surplus created by wwiting up assets to higher 
-values, because the profit has not been realized by a sale. On the 
other hand, the surplus need not be decreased b}' writing down fixed 
assets morel}' because their market value has declined. 

Liability for declared dividend. After a legal di\*idend has been 
declared and notice of the declaration has been given to the stock- 
holders, the unpaid dividend becomes a liability which should be 
shown in the current liability section of the balance sheet. The 
declaration and the pa 3 'ment of the dindend are recorded by the fol- 
lowing entries: 


Dec, 31 — Dividends (to Ik? clo-cd to Earned Surplus) o.OOO.tX) 

Dividends Payable 5,(XX).00 

To record the declaration of the regular 
annuil dindctid of 5''^, passable Januarj’ 

10 , 19 —. 

Jan. 10 — Dividends Pavablc ... 5,000.00 

Ca.'-Ii . '. . 5,000.00 

To record the payment of tlic regular an- 
nual disddend. 


Stock dividends. Dividends .are sometimes paid in capital stock 
instead of in c.a.'^h. To illuslnate, .assume that a company h.as 1 ,000 
shares of authorized stock of 8100.00 par, of which GOO ^harcs are 
outstanding. If a lO^T^- stock dividend is declared, the declaration 
may be recorded by the following entr}'; 


Earned Suriiluc 0,000.00 

Stock Dividend Payable 6,000 00 


To record the declaration of a di\'idend of 10')b P-''!' 
able in .'tock. 

The pajment of the dividend by the Lsuance of .^tock will be 
recorded as follows : 

Stock Dividend'- Payable C,(X)0 0(1 

Unis.‘'uc<l Stock 

To record the b'tLancc of GO 'harir* <if stock in pt}’- 
ment of the stock di^ddend. 


0,000 00 
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If a balance sheet is prepared between the date of declaration and 
the date of pajTnent of the stock dividend, how should the credit 
balance of the Stock Dividend Payable account be shown’ It 
should not be shown among the current liabihties, because it is not 
paj able in cash It zna 3 be shown as follows 

Capital Stock — *100 00 Par \alae Autbonzed 
1000 Shares 

Issued, 600 Shares 860 000 00 

To Be Issued, January 10 19 — as a Stock 
Dividend, 60 Shares 6000 00 

Total Issued or to Be Issued $66 000 00 

Dividends m arrears on preferred stock No stockholder has 
an unconditional right to a dmdend unless it has been declared bj 
the directors This rule applies to preferred stock as well as to 
common stock But if dividends on cumulative preferred stock are 
in arrears there is an obligation to paj these arrearages before paj 
ing dividends to the common stockholders The amount of the 
cumulative dividends in arrears should therefore, be shown m the 
balance sheet This is usually done by adding a footnote below the 
balance sheet totals thus 

\ote Cumulative ditudeods on preferred stock were in arrears on [the 
balance «heet date] in the amount of 812 000 00 

Treasury stock Treasury «tock is a corporation’s own stock 
which has been issued reacquired and not canceled in accordance 
with a formal procedure specified by law It will be noted that 
there are four important elements of this definition 

(1) Treasury stock must be the company s own stock holdmgs 

of the stocks of other companies are not treasury stock 

(2) The stock must have been issued 

(3) The stock must have been reacquired by the issuing cor 

poration, bj purchase or donation 

(4) The stock must not have been canceled Cancellation of 

stock IS effected by a procedure prescribed by law, and 
places the stock m the status of unissued, or even un 
authorized shares 

ITiussued and treasury stock — purchaser's liability for discoimf 
A stockholder who acquires unissued stock at a discount assumes a 
contmgent liabilitj for the amount of the discount This means 
that, if the corporation is unable to pay its debts the creditors maj 
demand that stockholders who acquired unissued stock at a dis 
count pay the corporation the amount of the discount 

If a person purchases treasury stock which was onginally issued 
at par or more, he has no contmgent Lability for the discount 
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Treasury stock is not an asset. Treasuiy' shares may have a 
read}' marketability and maj' be sold; but so may unissued stock be 
sold; and it seems obvious that treasurj* stock, like unissued stock, 
is not an asset but is merelj' a possible source of additional funds. 

Although treasuiy stock has frequently been shown in balance 
sheets as an asset (sometimes even combined with securities which 
arc assets, under some title such as “Govermnent Bonds and Other 
Securities”), accountants now gencralh' recognize that the piu-chasc 
of treasury stock docs not result in the acqui.sition of an asset, but 
causes a reduction iii the corporation’s net worth. 

Treasury stock in the balance sheet. Since the purchase of 
treasuiy stock causes a reduction of the corporation’s net worth to 
the extent of the cost of the stock, the cost should be shown as a 
deduction in the net worth section of the balance sheet. There are 
several ways of showing the deduction ; the method illustrated below 
is one which is growing in favor among accountants. Tlie illustra- 
tion is based on the following facts ivith respect to the capital stock: 

The authorized issue is 1,000 shares of $100.00 par value. 

All the authorized stock has been issued. 

The corporation has reacquired 100 shares at a cost of 

$12,000.00 

You should note the distinction between “issued” and “out- 
standing.” All the 1,000 shares have been issued, and arc so shovm. 
The number of outstanding shares is not stated in the balance sheet, 
but can be easily determined; there are 900 outstanding shares: the 
difference between the 1,000 issued shares and the 100 treasuiy 
shares. 

Net Worth: 

C.ipit.nl Stock — SIOO.OO P-nr V.'ihic: .\uthr>ri-e<l and K^ued, 


1,000 Sl»rcs of Wliich 100 Share? .\rc in the Trc.asurv . ?100, 000.00 

Eirmcti Surplus . - . . 2.').OOQ. OO 

Total ... ?12.\00000 

Deduct Co?t of Trc.aj-ury Stock 12.tXXl 00 

Xcl Worth ?1 1 : 1,00000 


If the company has a capital surplus as well as an earned surplus, 
the facts may be shown in the balance .sheet .as follows: 

Net Worth: 

Capit.al .Stwk — $100 00 P.ar Value: .Vuthoriro'l and 


1,000 Sh.TTC?, of Which 100 Sh.arcs .\rc in the Trc.a.'un.- . $100,000 00 

Earncil Surplu? 21.000 00 

Capital Surplu.? . 10.000 .00 

Total. . .. SUTyOiOlOO 

Dciluct Co-t of Trca.<urj' Stock 12.O00.O1 

Net Worth . - $ t 2 . 0 ,C«'vi 03 
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If the company has an operatmg deficit, the facts may be shown 
as follows 

Worth 

Capital Stock — $100 00 Par Valoe Authonzed 
and Issued 1 000 Shares of Which 100 Shares 

Are m the Treasury jlOO 000 00 

Deduct 

Deficit * 5 000 00 

Cost of Treasury Stock 12 000 00 17000 00 

^et Worth $8300000 

If the stock had been acquired by donation, there would be no cost 
to deduct, and the facts would be shown as follows 

r»et Worth 

Capital Stock — $100 00 Par Value Authonzed and Issued 
1 000 Shares of tVhich 100 Shares Acquired by Dona 
tion Are m the Treasury $100 000 00 

Surplus 25 000 00 

Net Worth |I2o00000 

Recordmg treasury stock acquisitions As indicated above, the 
cost of treasury stock is shown as a deduction in the Net Worth 
section of the balance sheet To provide the information for this 
balance sheet presentation, the Treasury Stock accoimt should show 
the cost of the stock The entry for the purchase of the treasury 
shares mentioned above would be 

Treasury Stock 12 000 00 

Cash 12 000 00 

To record the purchase of 100 shares of treasury 
stock. 

This entry should be made regardless of whether the shares have 
a par value or are without par value, and regardless of the amount 
w^ch was received for the shares when they were issued The 
treasury stock account title should indicate the nature of the stock 
if there is more than one class of issued stock If the company has 
only one class of stock, the account title may be merely Treasury 
Stock, otherwise, it might be Treasury Stock — Preferred, or Treas- 
ury Stock — Common, or Treasury Stock — Common — ^No Par Value 
Stockholders sometimes donate shares to the company, this may 
be done because the company is m a poor financial condition, the 
stockholders do not wish to mvest additional funds, and they, 
therefore, donate portions of their stock which can be resold to ob- 
tain additional funds Since donated shares are acquired without 
cost, no debit and credit entries can be made to record the acquisi- 
tion A memorandum notation is made in the Treasury Stock 
account, as shown on the following page 
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Treasury Stock 

Dajfc] 50 shares donated ] [ j [ j j j [ 

Sales of treasury stock. To illustrate the entrj' to be made if 
purchased treasurj" stock is sold at its cost, let us assume that 100 
shares of treasurj’ stock were acquired at a cost of $12,000.00, and 
were resold for .$12,000.00; the entrj' for the sale is; 

Cash .. 12,000.00 

Tre.a'^ury Stork . . 12,000.00 

To record the t-alc of 100 ilinrca of treasury btock. 

If this slock ivas sold at a price in excess of cost, the profit should 
be credited to a capital surplus account, as folloivs: 


C.a-'-h... . 13 , .moo 

Trea-Mtiy Stock . . . 12,000.00 

Profit on Salo of Tre.'f'Uiy Stock ... I,.i00.00 


To record the sale of 100 share.-s of trcai.uiy .‘•lock. 

If donated shares are sold, the entire selling price is a profit. 
Assume that the 50 shares of donated stock mentioned above arc 
sold for $4,500.00; the entry is: 


Ca.qi... . -kmoo 

Profit on Sales of Trca.^.urj' Stock .... 4,500.00 


To record the talc of 50 shares of donntetd trc-asuty 
stock. 

If purchased treasun,' stock is sold at a price below cost, the lo.«s 
may be charged to the Profit on Sales of Treasurj' Stock account, if 
such an account exists as a result of sales of treasury stock of the 
same clas.s. Othenvise the loss should be charged to the Earned 
Surplus account. 

The Profit on Sales of Treasury" Stock account is a capital surplus 
account: it should be shown as a separate item in the Net Worth 
section of the balance sheet, or combined with other elements of 
capital surplus. 

Treasury' stock and stated capital. One of the advantages of the 
corporate form of business organization is that of limited liability, 
which means that the stockholders cannot be held personally liable 
for the debts of the corporation. Since the law gives the stock- 
holders this advantage, it is onh* f.air that the creditors be given some 
assur.ance that the corporation will maintain a certain capital fund 
on which they can rely for the papnent of debts. 

The history of corporate law indicates that there has been some 
difficulty in giving stockholders the benefit of limited li.ability and 
at the same time safeguarding the creditors. Tliis difficulty arose 
from two principal causes. 
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First Before the advent of no-par stock, the capital fund was 
generally defined by law as the par value of the outstanding stock, 
and dividends were not legally payable if they reduced the net worth 
below that amount But when no par stock came into use, some 
states allowed corporations to divide the issuing price into two parts, 
one of which could be credited to a capital stock account and the 
other to a surplus account, and there was considerable uncertainty 
as to whether the portion credited to a surplus account was perma- 
nent capital or available for dividends To clarify this situation, 
many states have revised their corporation laws to include a defini- 
tioh of permanent, or "stated,” capital In general, stated capital 
IS the sum of the par value of all par value shares issued, the entire 
amount received for no par shares, and any amounts transferred by 
a stock dividend from surplus to capital stock In some states, 
however, only a portion of the amount received for no-par shares 
need be included m stated capital, and the remainder may be 
credited to Paid m Surplus and be distnbuted as a dividend 

Second In the past, the creditors usually were safeguarded only 
by placing a limitation on the amount which could be paid to the 
stockholders as dividends Thus, for example, if a corporation had 
a capital stock of $100,000 00 and surplus of $25,000 00, the laws 
generally provided that distnbutions to stockholders xn the form oj 
dividends could not exceed the $25,000 00 surplus But no restric- 
tion was placed on the payments which could be made to stock 
holders for purchases of treasury stock Consequently, although the 
stockholders of the corporation mentioned above could receive only 
$25,000 00 as dividends, any amount might be paid to them for 
purchases of treasury shares In effect, therefore, the creditors had 
no assurance that any capital would be retained by the corporation 
for their protection To correct this situation many states have 
amended their corporation laws to provide, m effect, that, if dis- 
bursements are made for treasury stock, a portion of the surplus 
equal to the cost of the treasury shares held shall be regarded as fixed 
or stated capital In other words, the laws provide that the amount 
available for dividends shall be the balance in the Surplus account 
nunus the cost of stock held m the treasury Under such laws, if a 
company had a surplus of $25,000 00 and was holding treasury stock 
which cost $12,000 00, only $13 000 00 of its surplus would be avail- 
able for dividends and $12,000 00 of its surplus would be "re- 
stricted ” The restriction could be removed by selling the treasury 
shares, or by complying with the legal requirements for their can 
cellation Legal cancellation would eliminate these shares from 
the issued stock, and perhaps also from the authorized stock, and 
would effect a reduction m the stated capital 
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Tbc difTcrinc effects of a di-s,-idend and a treasnn' stock purchase 
upon surplus should bo noted: If a company has -S2.5.000.C0 of sur- 
plus and a diiddend of ?2-5,000.00 is paid, the surplus disappears: if 
a ?2o.000.00 disbursement is made for the purchase of treasuiy stock, 
the surplus remains but it is restricted and cannot be used for divi- 
dends. 

If a corporation owns treasury stock and the laws of the state in 
which it was incorporated place a restriction on dividends to the ex-- 
tent of the cost of the treasury shares, its balance sheet should be 
prepared in such a manner as to dve recognition to the fact that 
there is a restriction on surplus. The tollor.ing balance sheet illus- 
trates a procedure for disclosing this information. 

Net trortr;: 

Capital S^ock. — SICO 00 Par Value: Authorireii ar.d I^aed. 

l.rcQ ?h;irp<, id VVTii -h ICO Shares .Vre ia the Treasury SI0O,C<X3.0fl 

Sirrpias: 

Net .Available for Divadomis — Equal to Co-t of Treojar.' 

' .S12.P0O.0O 

Free 13,000.00 2.).fOO.OO 


Total . SI2.WO.CO 

Deiiuet C>”^t of Trea^JUra" Stock. . ... 12.0*jO.W 

Net tVorth Sli3,C0X).cb 



CHAPTER 21 

Bonds, Sinking Funds, and Sinking Fund Reserves 

Sources of corporate funds When a corporation finds it neces- 
sary or desirable to raise additional funds, it may borrow them on a 
short-term note, on a long-term mortgage note, or on bonds, or it 
may issue additional stock It usually is regarded as good busmess 
management to borrow on short-term notes only m case the funds 
are needed for current operations and the current operations pre- 
sumably mil produce the cash mth nhieh to repay the loan If the 
funds are to be used for plant additions or permanent investments, 
they usually should be obtained by issuance of long term secunties 
m the form of stocks, long-term mortgage notes, or bonds 

Mortgage notes and bonds If all the desired long term funds 
can be borrowed from one lender, the borrower may issue a note and 
a mortgage, the note will recite the terms of the obhgation (date, 
maturity, interest rate, and so forth) and the mortgage mil effect a 
pledge of certain property as security A mortgage originally was 
a convej ance of property from a debtor to a creditor or his repre- 
sentatue, subject to the pro\Tso that, if the debtor met his obhga 
tion, the conveyance nould be nullified In most states the form 
of the mortgage has been changed to give it the status of a hen in- 
stead of a conveyance or transfer of title 

If it IS impossible to obtain the funds from one lender, an issue of 
bonds may be offered to the pubhc Since the bonds may be held 
by many people, who are not known at the tune of arranging for the 
issue and who will change with each transfer of a bond from one 
holder to another, the lenders cannot be named in a mortgage 
Therefore, the borrower selects a trustee, usually a bank or trust 
company, to act as a representative of the bondholders, and a 
mortgage, or deed of trust, is executed conveying a conditional title 
to the pledged property to the trustee as agent for the bondholders 
This trustee is called the trustee under the mortgage 

Since long-term borromngs by corporations are usually repre- 
sented by bonds, the remainder of this chapter deals specificallj 
with bonds Hon ever, except as indicated above, long term mort- 
gage notes are essentially of the same nature as secured bonds 
Therefore, what is said m the remainder of this chapter with respect 
to secured bonds may be regarded aa also applying generally to 
long-term mortgage notes 
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Stocks and bonds — advantages and disadvantages. Bond issues 
have certain advantages over stock issues: 

(1) Bondholders have no vote: therefore, the stockholders do 

not have to share the management ndth them. 

(2) The money cost may be lower. If conunon stock is issued. 

the contributors of new capital will share prorata with the 
old common stockholders in accumulated surplus and earn- 
ings. If preferred stock is issued, it may be participating, 
in which case the dividends may be greatly in excess of 
reasonable interest on bonds; or it may be nonparticipat- 
ing. in which case it usually is necessary- to give the pre- 
ferred stock a di\idend rate higher than the interest rate 
at which bonds could be sold, because bonds are a positive, 
and usually a secured, liability with a definite matmity, 
and also because bond interest is payable unconditionally, 
whereas the payment of preferred di'vidends is dependent 
upon earnings and the e.xistence of surplus. 

(3) The fact that bond interest is deductible as an expense in the 

computation of income taxes, whereas di\'idcnds are not, 
is frequently a deciding factor in the choice of securities 
to be issued, and has sometimes even infiuenced corpora- 
tions to convert preferred stock into bonds. 

On the other h.and. if interest and principal payments on a bond 
issue are not made when due, the bondholders may institute fore- 
closure proceedings, the borrowing company may lose fixed assets 
which a.re cssentia.1 to its operations, and it may even be forced into 
liquidation with a consequent loss which will leave a very small 
equity for the stockholders. 

Classes of bonds. It is impossible to discuss all the different 
kinds of bonds which have been de\ised for use in corporate financ- 
ing. Some of the more common forms are: 

(1) Secured Bonds. 

These differ as to the nature of the property wliich is pledged 
as security. Thrc-e classes of secured bonds are in comnmn 
use; 

(a) Real Estate Mortgage Bonds, 

These are secured by mortgages on land, or on land 
and buildings. 

(b) Ciuutel Mongage Bonds. 

These are secured by mortgages on tangible personad 
property, such as macriner>'. equipment of variou- 
kinds, and merch.andise. 
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(c) Collateral Trust Bonds 

These are secured by a deposit of stocks, bonds, or 
other negotiable instruments 

(2) Unsecured Bonds 

Unsecured bonds are sometimes called debentures Since 
they are not secured by a pledge of any specific prop 
erty, their value depends upon the general credit of the 
borrower 

First and second mortgages Bonds may be secured by first, 
second, or even third mortgages on the same property If the obli- 
gations are not met, and foreclosure ensues, the proceeds of the 
mortgaged property must go first to the satisfaction of the first 
mortgage bondholders, any residue to the satisfaction of the second 
mortgage bondholders, and so on 

Second mortgage bonds are thus obviously a less desirable m 
vestment than first mortgage bonds, because they are secured by a 
secondary hen on the pledged assets First mortgage bonds are 
called prior hen or underlying bonds, second mortgage bonds are 
called junior bonds 

Registered and coupon bonds Bonds may be classified m three 
groups on the basis of registry, as follows 

(1) Registered as to both pnncipal and interest 

The name of the owner of the bond is recorded on the books 
of the issuing company or its fiscal agent, and the interest 
is paid by checks drawn to the order of the bondholders 
This method has the advantage of 'safeguarding the oxvner 
against loss or theft but it has two disadvantages First, 
a sale and transfer can be made only by assignment and 
registry, instead of merely by dehvery second, the check 
method of paying interest is burdensome 

(2) Registered as to pnncipal only 

By registering the bonds as to pnncipal only, and attaching 
OTupiKis /cv the tateresi, the eii'ner a? saSegasrded egeisst 
loss or theft of pnncipal, and the debtor company is re- 
lieved of the burden of issuing numerous interest checks 

(3) Unregistered 

Such a bond is transferable by mere delivery, the owner’s en 
dorsement is not required The danger from loss or theft 
IS, of course, much greater than with a bond which is 
registered as to pnncipal The interest is collected by 
clipping the interest coupons and presenting them to a 
bank for deposit or collection 
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Recording the bond issue. A separate liability account should 
be kept v.ith eatdi bond issue. If there is more than one issue the 
account title for each issue should contain a comprehensive descrip- 
tion of the issue, such as ‘‘First Mortgage. 6*"^:. Bonds Pavable. 
19G2.” or "Collatoral Trust, 7‘r^, Bonds Payable, I960.” The year 
is the year of maturity. 

.Assuming that a company has only one bond bsuo, all of -which is 
sold for cash at par, the entrj' to record the issue is; 

Ca-sh ... ... ICO.CCO.OO 

Bonds rnyabto lOO.OOO.OO 


The mortgage, or trust deed, states the amoimt of bonds which 
may be issued. Each bond b signed by the trustee under the mort- 
gage to indicate that it is secured by the mortgage; this is called 
wdhadicaiwn by the Inudee. A'ery frequently, the amount of bonds 
immediately authenticated by the trustee and issued bj* the borrow- 
ing company is less than the total issue pro\'ided for under the trust 
deed. To illustrate, assume that a company’s real estate is ample in 
value to secure an issue of SIOO.000.00 of first mortgage bonds. 
Only §60.000.00 of funds are inunediately required, but there m.ay 
be future requirements for §40.000.00 more. If the trust deed were 
draira to secure an issue of only §60.000.00, a subsequent loan of 
§40,000.00 could be secured only by a second mortgage: a second 
mortgage issue, being less desirable, might require a higher interest 
rate and might be difficult to market. In anticipation of its future 
requirements, the company may authorize a total first mortgage 
bond issue of §100.000.00, dravdng a trust deed as security for a loan 
of that mnount. If §100.000.00 of bonds arc authenticated, but only 
§60,000.00 a.rc issued, the entries are : 

IW.CaXOO 

FL~,t M-rt -IS-.' rjr.!b!- ICO.OCO.OO 

To reA'r'i the a.'i‘kori.;cd Fsvo cf 
6'F. nril cjlw.e bonds dvc March 1, 

IGoC. 

Ca..h - ro.cw.co 

Uniw-'d Bocid:-. cnroico 

S-ilo • f Si'O.ceO CO bond' at nar. 


The facts with respect to authorized, unissued, and issued bonds 
should be shown in the balance sheet as follows: 

Fix’’d Li.i! o:':’": 

Fi.-'t M-'r;r:ir>-. O"'. r.t-i! E.>nd.= 

nva’-do. n-:.' Xr>.~:h 1 . 

Aw.h< r.r"C . Si'M.O.'O.CO 

Lc" I'r.h'uod in.rro.ro jcprco.CO 
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The amount of unissued bonds should be shown in the balance 
sheet, because the bondholders have a right to know that $40,000 00 
of additional bonds can be issued imder the same trust deed w^ch se- 
cures their bonds. Thus, if the real estate is carried on the balance 
sheet at $150,000.00, the holders of the $60,000 00 of issued bonds 
would be interested m knowing that an additional $40,000 00 of 
bonds could be issued. On the basis of the issued bonds only, the 
ratio of security to debt is 150 to 60, but on the basis of the total 
authorized issue, the ratio of seeunty is only 150 to 100. 

If the bonds are registered as to principal or interest, or both, 
subsidiary’ records should be kept, showing the names and addresses 
of the holders. 

Issues between interest dates. Bonds are often sold between 
interest dates, in u hieh case the purchaser is usually required to pay 
the accrued interest. To illustrate, assume that $10,000 00 of 6% 
bonds are sold two months after the interest date, at par and accrued 
mterest, the entry’ will be: 

Ca«h 10,100 00 

Bonds Paj able 10,000 00 

Bond Interest 100 00 

When the semiannual interest is paid four months later, the entry 
will be 

Bond Interest SOO 00 

Cash 300 00 

The $300 00 debit to Bond Interest made at the time of paying 
the mterest, mmus the $100 00 credit to Bond Interest made at the 
time of selhng the bonds, leaves the account Trith a $200.00 balance, 
which IS the interest expense for four months 

Payment of interest. Most bonds provade for the payment of 
interest semiannually. The methods of pajdng bond interest de- 
pend upon whether the bonds are registered as to mterest. Two 
conditions are illustrated. 

(1) The bonds are registered as to interest. Checks will be 
mailed to the several bondholders, but, to avoid drawing a 
separate voucher for each check, one voucher and check 
may be drawn for the entire amount of the mterest; this 
check will be deposited in a special bond interest bank 
account. The entry will be. 

The X Bank — ^Bond Interest Account 6,000 00 

Cash 

To record deposit of funds in the account for pay- 
ment of bond interest 


6,00000 
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Separate checks then be drawn on the bond interest 
account, the total of these checks being debited to Bond 
Interest (expense) account, and credited to The -Y Bank — 
Bond Interest Account. 

(2) The bonds are not registered as to interest, but bear coupons 
which are clipped bj' the holders and presented for collec- 
tion. The bondholder usually deposits the coupons in liis 
own bank account, and the bank makes the collection. 
The coupons usually designate a bank at which collection 
can be made; when the semiannual interest is duo, the 
company deposits the total amount of the interest in a 
special account at the bank where the coupons are paj-able; 
when coupons are presented for pajunent, the bank pays 
them and charges the amount to the company’s account. 
The entries by the issuing company are as follows: 

On or before the dak ndicn inlcrcsl is payable: 


The .Y Bank — Bond Interest Account . C, 000.00 

Ca.'-h 0,000.00 


Transfer of fiin<ls to special b.nnk account for pay- 
ment of interest. 

On the dak ichcn inlcrcsl is payable: 

Bond Interest 6,000.00 

.Vccrucd Bond Interest Payable 6,000.00 

To record the expense and liability for si.x months' 
interest. 

-'1/ the end of the month or at any other dak when the bank reports 
the amount of coupons paid: 

.Vccnicd Bond Intercut Payable. . . . . . 5,700.00 

The X Bank — Bond interest .\ccount . . 5,700,00 

To record the payment of intercut coujwns ijrocntcd 
to the bank. 

Since some bondholders may be dilatorj' in presenting coupons for 
payment, balances may remain in the speci.al bank account and in 
the Accrued Bond Interest Payable account. The balance sheet 
should show as an asset any balance in the special bank account, and 
should show as a liability any balance in the Accrued Bond Interest 
Payable account; the mere deposit of funds in a special bank 
account does not constitute payment of the liability. 

Bond discount. If the borrou-ing company's credit standing is 
not excellent, or if the security back of a bond issue is not wholly 
satisfactory', or if the bond interest rate is lower than the market 
rate for bonds of a similar nature, it may be necessary' to sell the 
bonds at less than par. Let us assume, by' way of illustration, that 
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a ten year, 5% bond issue of $100,000 00 is disposed of for a net 
amount of 898,000 00 The issuance of these bonds will be recorded 
by the following entry. 

Cash 

Bond Discount 
Bonds Pajable 
Sale of bonds at 98 

Amortization of bond discount In the preceding illustration, 
898,000 00 It as receited, but 8100,000 00 must be repaid The 
82 000 00 excess of the amount to be paid over the amount receit ed 
IS an expense to be spread o\er the life of the bonds The total 
interest cost over the hfe of the bonds includes the discount as well 
as the semiannual mterest payments 

The Bond Discount account may be charged off to Bond Interest 
as an expense m equal amounts each six months Since there will 
be twenty semiannual mterest payments dunng the ten year bfe 
of the bonds, the discount may be uTittcn off in twenty equal install- 
ments of SlOO 00 each The charges to Bond Interest each six 
months will be 

Bond Interest 2 600 00 

Cash 2 600 00 

Payment of sermaonual interest 

Bond Interest 100 00 

Bond Discount 100 00 

To amortize >/*> the discount 

These semiannual amortizations will completely wnte off the 
Bond Discount account at the end of the tenth year, and will produce 
equal total semiannual charges to Bond Interest account 

Bond premium. If a bond issue is marketed at a premium, the 
premium reduces the net interest charge For instance, if the bonds 
mentioned in the preceding illustration were sold for 8102,000 00, 
the 82,000 00 premium received v. hen the bonds were sold would not 
ha\e to be repaid at their matunty, and could therefore be offset 
against the interest payments to determine the net cost of the use of 
the money 

The entry at the time of the issuance of the bonds would be 

Cash 102 000 00 

Bonds Payable 100 000 00 

Bond Premium 2 000 00 

Sale of bonds at 102 

The payment of the bond mterest and the amortization of the 
bond premium m equal semiannual installments would be recorded 
by the entries showm on the following page 


98 000 00 
2 000 00 

100 000 00 
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Bond Interest 2,500.00 

C.vli 2,500.00 

Payment of semiannual interest. 

Bond Premium 100.00 

Bond Interest 100.00 

Amortization of bond premium. 

Bond premium and discoimt in the balance sheet. It ha.? Ions 
been regarded as correct accounting procedure to show unamortized 
bond discount on the asset side of the balance sheet under the De- 
ferred Charges caption, and unamortized bond premium on the lia- 
bilit}' side under the caption of Deferred Credits. For instance, 
assume that a trial balance contained the following balances : 


First Mortgnee, 0^7, Be.'il Est.'itc Bonds, 1905 $100,000.00 

First MortR.accc Equipment Boml<, SJtj'c, 1905 50,000.00 

Premium on First Mortpipe Real E.'tate Bonds 3,000.00 

Discount on First Mortg.age Equipment Bonds S1,SOO.OO 


The customary presentation of these facts in the balance sheet is: 

Assets 

Deferred Charges; 

Unamortized Discount on First Mortgage Equipment 
Bonds S 1,SOO.OO 


lisbilities and Net Worth 

Fixed Liabilities: 

First Mortgage, Real Estate Bonds, I9Go $100,000,00 

First Mortgage Equipment Bonds, 5pjSc» 1955. 50,000.00 

Tot.al Fixed Li.abilities $150,000.00 

Deferred Credits; 

Un.amortizetl Premium on First Mortgage Re.ol Estate 
Bonds 3,000.00 

Recently there has been some agitation in favor of showing un- 
amortized premium as an addition to, and unamortized discount as 
a deduction from, the par of the bonds, thus: 

Liabilities and lict Worth 


Fixed Liabilities: 

First Mortgage, 0*^, Real Estate Bond^, 19tx> $100,000.00 

.Vdd I'namortirerl Premium 3,000.00 $! 03,000.00 

First Mortgage Equipment Bond'=, 1955. $ 50.000.00 

Deduct Unamortized Discount I.SOOfKI -??,200.00 


This prodccurc has not been generally adopted by the accounting 
profe-^.=!ion. 

Retirement of bonds. Bonds ni.ay be retired: 

(1) In total at maturity, out of the borrowing company's general 
funds. The payment of the bonds under such conditions 
is recorded by debiting Bonds Payable and crediting C.ash. 
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(2) In a senes Bonds retirable m this way are called serial 

bonds 

To illustrate assume that SlOO OOO 00 is borrowed nothing 
is to be paid off durmg the first fi\e >ears, at the end of 
the sixth 3 ear and each year thereafter, $20,000 00 is to 
be paid, so that the bondis will be retired senally bv the 
end of the tenth 3 ear £ach retirement is recorded by a 
debit to BoncLa Pa3able and a credit to Cash 

(3) In total at matunt3 out of a sinking fund created b3 penodi 

cal deposits with a smking fund trustee This method is 
discussed m the following pages 

Sinking funds If bonds are to be retired at matunt3 through 
the operation of a s inkin g fund, the borrowing company agrees as 
one of the terms of the trust deed or trust mdenture to make penodi 
cal deposits with a sinking fund trustee, who im ests the deposited 
funda m secunties The sinking fund trustee may , or ma3 not, be 
also the trustee under the mortgage Smking fund deposit agree 
ments take "vanous forms, particular!} with respect to the amounts 
of the penodical contnbutions \s a simple illustration, we shall 
assume that a company borrow* $100000 00 which is repa3able at 
the end of ten 3 ears It agrees to deposit $10,000 00 ivith the ■sink 
mg fund trustee at the end of the first 3 ear the trustee is to mtest 
the fund m good ^ecunties and add the interest earned on these secur 
itie” to the fund At the end of the second \ ear, the compan} will 
deposit enough to bring the total fund up to $20 000 00 At the 
end of the third 3 ear, the company will deposit enough to brmg the 
total fund up to $30 000 00 and so on to the end of the tenth 3 ear 
The annual contributions by the company will decrease because the 
mter^t collected by the trustee on the accumulatmg fund iinll in 
crease each y ear 

If the trustee is able to earn 5% on the securities in the fund, the 
accumulation of the sinkmg fund can be tabulated in the manner 
illustrated below 


"End of 1 ear 

1 

Interest E^arned 

Depoat 
$10 000 00 

TotalTund 
$ 1000000 

2 

S fiOOOO 

9o00 0Q 

20 000 00 

3 

1000 (K) 

9 000 00 

30 000 00 

4 

1 500 00 

8500 00 

40 000 00 

5 

200000 

8000 00 

60 000 00 

6 

2*0000 

7500 00 

60 000 00 

7 

3(KK)00 

7000 00 

70 00000 

S 

3 500 00 

6500 00 

SO 000 00 

9 

4,00000 

6000 00 

90 000 00 

10 

4.50000 
$22 50000 

S500 00 
$77 500 00 

100000 00 
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The annual entries for the deposit of funds ndth the trustee and 
the collection of interest by the trustee on sinking fund securities, 
are indicated below: 

End of first year: 

Sinkinc Fund Cash 10,000.00 

Cash... 10,000.00 

Dcixwit mth sinking fund trustee. 

End of sccojid year: 

Sinking Fund Cash. . .... 500.00 

Sinking Fund Income . 500.00 

Income earned on sinking fund securities, fl'hc 
sinking fund income account xcill be cloicd to 
Profit and Loss.) 

Sinking Fund Cash. . . ... 9,500.00 

Cash... . 9,500.00 

Deposit \\-ith sinking fund trustee. 

The trustee is c.xpected to invest the sinking fund deposits in 
securities, but there usually will be some uninvested cash in the fund. 
The company’s records should show what portion of the sinking 
fund is represented by cash and what portion is represented by se- 
curities. Therefore, when the trustee reports the purchase of securi- 
ties, the company should make an entr>' debiting thinking Fund Se- 
curities and crediting Sinking Fund Cash. 

The sinking fund cash and securities may be sho^\'n in one 
total in the balance sheet, or they ma\’ be detailed as follows: 

Si.nking Fund; 

C.-u-h S SOO 00 

Securities . 19,700 00 $90,000.00 

The sinking fund may be shown under the Other Assets caption, 
or as a separate item. 

^^^lcn the bonds mature, the sinking fund securities will be di.^- 
posed of by the trustee, who will pay the bonds from the ca.rii in the 
sinking fund, .\ssuming that the entire .$100,000.00 fund was in- 
vested in securities, that the securities were di^po^ed of without loss, 
and that the bonds were paid, the trustee would report the facts to 
the debtor company, and the company would make entries a-s 
follows : 

Sinking Fur. 1 C.u4i 100,00100 

Sinking Fund Securities: 100,000.00 

Sa!o of sinking fund ^ecuritics. 

Bond- 100,000 00 

Sinking Furd Ca-'h 

Bctirc.mcnt of tbc bond.-. 


lOQ.dD.OO 



302 BONDS, SfNKING FUNDS, Cch si 

If a loss IS incurred in the disposal of the sinking fund secunties, 
the company will be obhged to make another deposit with the trustee 
in an amount sufficient to bring the fund up to the required balance 
Assume that the trustee loses $500 00 on the disposal of the securi- 
ties, the company will be obhged to make up this loss by a deposit 
of $500 00, and its entnes will be 

Sinking Fund Cash 99 500 00 

Loss on Sale of Sinking Fond Secunties 500 00 

Sinking Fund Secunties 100 000 00 

Sale of sinking fund secunties at a loss 

Sinking Fund Cash 500 00 

Cash 500 00 

Additional deposit with tnistee to cover the loss 
from the disposal of the secunties m the fund. 

Bonds Passable 100,000 00 

Sinking Fund Cash 100 000 00 

Retu'ement of bonds by smlong fund trustee 


On the other hand, if the trustee makes a profit of $540 00 on the 
disposal of the sinking fund securities, the residue of the fund will be 
returned to the company The company's entnes will be 


Sinking Fond Cash 

Sinking Fund Secunties 
Profit on Sale of Sinking Fund Secunties 
Sale of sinking fund securities at a profit 

Bonds Payable 

Sinking Fund Cash 

Retirement of bonds by sinking fund trustee 
Cash 

Sinking Fund Cash 

Excess m sinking fund received from trustee 


100,54000 

100 000 00 
540 00 


100 00000 

10000000 


540 00 

540 00 


S inkin g Fund Reserves In addition to reqmrmg sinking fund 
deposits, the terms of the bond issue may restrict the amount of divi- 
dends which the borrowing company can pay durmg the hfe of the 
bonds by requinng the establishment of a sinking fund reserve by 
trsitsfers Atsoh earned eurjdas'. 

The sinking fund reserve requirement ls intended to prevent the 
impairment of the company’s workmg capital Suppose, for in- 
stance, that the company which issued the bonds mentioned in the 
foregomg illustration had a working capital (current assets minus 
current habihties) of 3100,000 00 after issuing its bonds This was 
considered no more than adequate to carry on operations During 
the first year of the life of the bonds, the company made $20,000 00 
of profits, if the company paid dividends to the full extent of the 
$20,000 00 profits, and also paid $10,000 00 to the sinking fund 
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trustee, the working capital would be reduced ?1 0,000.00. If this 
took place j'car after j’ear, the company’s working capital might be 
so impaired that it would not be able to carr>' on its operations 
profitably. A year might soon come when, because of inadequate 
working capital, the company’s operations woidd be so unprofitable 
that it would not be able to make its sinking fund deposit. 

In order to re.strict the pa 3 'ment of diiddends, and thus to avoid 
a dangerous impairment of working capital, the terms of the bond 
issue maj' include a provision similar to the following: “In addition 
to increasing the sinking fund .$10,000.00 each j'ear, the companj* 
shall transfer $10,000.00 each year from its Surplus account to a 
Sinking Fund Reserve account: the surplus set apart in this resen'c 
shall not be available for dindends until the bonds have been paid.” 

Referring to the illustration in the section on sinking funds, and 
assuming that the companj’’ was obligated to set up a reserve in 
accordance with the profusion just quoted, the following amiual 
entries would be made : 

E/nl of first year: 

Sinking Fund Entrj-: 

Sinking Fund C.^«h 

C !U>h 

Deposit with the sinking fund trustee. 

Sinking Fund Rosen'O Entrj-: 

Surplus . . 10,000.00 

Sinking Fund Reserve 10,000.00 

To tr.'in.'fcr a portion of the .surplus to a reserve. 

End of second year: 

Sinking Fund Entries; 

Sinking Fund Ca.'li .... 

Sinking Fund Income. 

Income collected by sink 
ritics in the fund. 

Sinking Fund Ca-h . 

Ca.'sh . . 

Doixidt with the trudee 

Sinking Fund Re^e^^■e Entrv-: 

SurphLs 10,000.00 

Sinking Fund RcM^rvc 10,000 00 

To tnmjfcr a jiortion of the ?urpla= to a rtserve 

You should remember that a sinking fund reserve is reall.v a part 
of the surplus; for the time being, tli\ndends cannot lx; charged to it, 
but it is surplus nevertheless. Therefore, it should be shown in the 
balance sheet under the Net Worth caption, as illustrated on the 
following page. 


500.00 

.500.00 

:ing fund tru-itcc on secu- 


9,.500.00 

9,500.00 


10,000.00 

10,000.00 
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Net Worth 

CapjtaJ Stock *500 000 OO 

Earned Surplus 

Smking Fund Reserve — Not Arailable for 
Dividends $20 000 00 

Free — ^Available for Dividends 15 000 00 

Total Earned Surplus 35 000 00 

Total Net Worth $535,000 00 

It IS sometimes difficult to understand that a sinking fund resene 
IS really a part of the surplus, because other reserves (such as the 
reserve for bad debts and the reserves for depreciation) represent 
decreases m the value of assets The nature of the sinking fund re 
serve would be more easily understood if it were called “Surplus 
Appropriated for Sinking Fund,” or “Surplus Not Available for 
Dividends Until After the Bonds Have Been Paid ” 

After the bonds have matured and been paid, the bondholders 
have no further nght to restnet the payment of dividends, there- 
fore, an entry can be made debiting the Sinking Fxmd Reserve and 
crediting Surplus Thus the balance in the Sinking Fund Reserv e is 
returned to Surplus, and is again free from any contractual hmita 
tions upon the payment of dividends However, it might be ex- 
pedient for the directors to refrain voluntarily from the payment of 
dividends from this surplus m order to protect the company’s 
working capital position 
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Manufacturing Accounts 


Manufacturing costs. A merchandising concern buys its goods 
read}’’ for resale; its books, therefore, contain a Purchases account 
which shows the cost of merchandise purchased. A manufacturing 
concern buys raw materials, but the process of manufacture also 
in^'olves expenditures for labor and for a great variety of manufac- 
turing e-xpenses; its books must, therefore, contain accounts in 
which to record all these manufacturing costs. 

There arc three principal elements of manufacturing cost: 
materials, direct labor, and manufacturing expense. 

The following statement indicates the elements wliich enter into 
the computation of the cost of goods manufactured. 


THE AS C COMPANY Exhibit D 

Statement of Cost of Goods Manufactured 
Year Ended December 31, 1948 


Materials: 

Inventory, December 31, 1917 

Purch.asos . .... 

I/ss Returned Purchases and .Vllow ancc« . . 

Xet Purcha.=es 

rreight In 

Total 

Tot.al inventorj' and Purchases. 

Ixs.s Inventory, December 31, 19IS. , . . 

Cost of Materials U'cd ... 

Direct I/ibor . , 

Manufacturitu; Expenses: 

Indireot I.abor 

Ilc.at, Light, .and Power . .... 

Building and Machinery Repairs . . . 

Depreciation: 

Buildings 

Machinery and Equipment 

Insurance . . . ... 

Taxes .... 

I'actoiy Supplies 

Misecllancous I'actoiy Dxpcn-sc 

Total M.nnuf.acturing Evpcases 

Total Material', I.abor, and Manufacturing Expenses. . 
.\dd Goods in Procest- Inveatoiy, December 31, 1917. . 

Tot.al 

Deduct GfM-KL. in PnicC''' Inventory, December 31, lO'S 
Cast of Goods Manufaeturcti 


$ 12,000 

$04,000 

l,o00 

$92,500 

$00 

93,300 

$105,300 

9,000 

$ 96,300 
$0,750 


3,500 

300 


3.. 500 
6,000 

950 

1.400 

3,300 

2.. 500 

30,775 

$207,S2'. 

15 000 
$222, <'20 
11,000 
$211. $25 
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Matenals include only those things which enter into and become 
a part of the finished product, supplies used in the operation of the 
factory are not classified as matenals because they do not become 
part of the finished product 

The nature of direct labor can best be shown by distinguishing it 
from mdirect labor Employees who work on the product with 
tools, or who operate machines m the process of production, are 
direct laborers, but supenntendents and foremen, who supervise the 
work of production, and engineers and janitors, whose services are 
mcidental to the process of production, are indirect laborers 

Manufacturmg expense, or manufacturing o\ erhead, mcludes all 
costs incurred m production which cannot be classed as material or 
direct labor Manufacturmg expense includes, among other thmgs, 
indirect labor, depreciation of the factory buildmg and equipment 
cost of power, supphes, taxes, and insurance on the assets used m 
manufacture , and repairs and upkeep of the factory 

The cost of finished goods manufactured dunng a given period 
cannot be determined, however, merely by adding the expenditures 
dunng the penod for matenab, direct labor, and manufacturmg ex- 
pense There may be unfinished goods, called goods in process, on 
hand at the end of the penod, and the cost of these unfinished goods 
must be deducted to detennme the cost of goods finished Similarly, 
there may have been goods m process at the beginning of the penod, 
and the«e must also be taken into consideration 

Profit and loss statement The profit and loss statement of 
a manufacturing company does not necessanlj differ from that 
of a trading company except m one particular The profit and loss 
statement of a manufactunng company shows the cost of goods 
manufactured (as determined m the statement of cost of goods 
manufactured), whereas the profit and loss statement of a trading 
company shows the cost of goods purchased The profit and loss 
statement of The ABC Companj appears on page 307 

Surplus statement There are no imusual features m the surplus 
statement of a manufactunng company The surplus statement of 
[TZft? A B € Ci^pany altars heioi? 


THE ABC COMPANY Exhibit B 

Statement of Earned Surplus 
For the Year Ended December 31, 1948 f 


Balance December 31 1947 $71 4o0 00 

"Net Income for the Year perEidubitC 18 02o 00 

Total $89 47o 00 

Less Dividends 6 000 00 

Balance December 31, 1948 S83 475 00 
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MANUFAaURING ACCOUNTS 

THE ABC COMPAIiy 
Statesient of Profit and Loss 
For the Year Ended December 31, 194S 


Uros; bale-:- 3300, (XX) 

Less IletuTied Sa!<^ ard -Ulo-.aneus 2 000 

IS'et Sales . $295,003 

Eos'; Co't of G-’o/L, S<3lJ: 

Finished. Good' In-veitorv. December 31, 1947 . 5 20.003 

Cost of Goods Manufactured, per Lxhib.t D .. 21I,S25 

Total S23I,S25 

Less Fmi'hod Goods Im entor.', December 31, 19SS 17,000 

Cost of Goods Sold . 2I4,S25 

Gross Profit on Sale' 3 S3 175 

Less Scllirn Dcpen-'i's; 

Advertising: .... $ 9,000 

Sale-men’s Salanes . . . 20,360 

SalesETCn’o Tra'v clln™ Expense S,000 

MiscelLin<H3U' Sellinz Expense . 2,500 

Total Si'llinir Expcnrcs . . '39,560 

Met Profit on S-alc' . . $ 43 315 

Less General Expenses: 

Office Salaries . S 3,040 

Officers’ Sa!.i.-iC' 15,000 

Stationery and Pnntinn . 400 

Office Supplies 300 

Deorei utioa of Furmture and Fi-xtures. . . 750 

Bad Debts ... . . SOO 

ML'cetlaneiias Genera! Expense 700 

Total General CxponsCs . . . 23,900 

Net Profit on Operations . . $ 19,325 

Add Other Incnmo: 

Discount on Purchases IdlOO 

Net Profit on Opc-atioa®, and Othe* Income $ 20,325 

Dcdu< t O'her Expense; 

Discount on Sales 2,.'XX) 

Netlusome.. .... S l*t025 


Statement of cost of goods sold. Some accountants prepare a 
statement of cost of goocL? sold instead of a statement of cost of goocL^ 
manufactured. Such a statement would bo similar to the statement 
of cost of goods manufactured, on page oOo, e.’ccept that the title 
would be changed from Cost of Good' ^Ia.nufacturcd to Cost of 
Goods Sold, and vcould appear as follotvs: 

TEE ABC COMPANY Exfifn^- D 

Statement cf Cost of Goods Sold 
For the Year Ended Deoember 31, 1S4S 

and part of the material in the proSt and loss statement above would 
be incorporated in the statement of cost of goods .'old, after the lin< 
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‘ Co t of Goods Alanufactured,” as shovTi in the following partial 
statement of co~t of goods sold. 


Cost of Good Manufactured ?‘’I182oOO 

•Wdnni-hed Goods Inientoij DecemberSl 1947 2000000 

Total S23182o00 

Deduct Pinched Goods InventMTr December 31 1943 1700000 

Con of Goods Sold «214,82a 00 


The matter thus meluded m the statement of co^t of goods sold 
would be excluded from the profit and lo=s statement, which would 
then show the computation of the gro=s profit as follows 


THE ABC COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31, 194S 

Groffi Sales 

Returned Sales and \llowance3 
Ne* Sslea 

Less Con of Goods & Id, per Eahib t D 
Gross Profit on ®al*s 


EiHbitC 


$30000000 
2,00000 
$29300000 
214.S2O00 
$ 8317o00 


Balance sheet. The balance sheet of a manufacturing com 
pany will uruallj contam three inventory accounts (finished good® 
goods in process, and raw materials) and certam facton fixed asset 
account balances The balance sheet of The ABC Company i» 
shown on page 309 

Working papers The foregoing statements were prepared from 
the working papers on pages 310 and 311 These wnrTin g papers 
have a new pair of column^ headed Manvfaclunng which contam 
the balances of all accounts Used in determining the cost of goods 
manufactured, and the mtentoncs of raw materials and goods m 
process at the end of the jear 

The workmg papers were prepared as follows 

Trial Balance columns 

Copied from general ledger tnal balance 
Adjw^fmenis columns 

(A) Pruviaon for bad d“bt^ to bnz:g total rBserve to $1 000 00 

gtfiTrm.fti amouat required. 

(B) Prcmaioafordepreciaboaoffact(jTybuIldiJig3ato'cP®*’a™)unL 

(C) Pmvi-inTi for d^wefiatnm nf Tn«i»hTr>ft y pqTnpmpnt at 10^ 

PCT «rinTim 

(D) Premsion for depreoatioii of fumiture end fixtures at 15 % per 

(E) Accrued Eslanesasdwa^^cliais^ to the expense accouot and 

credited to a Iial^t^ account. 

(F) XJnexpired msuranee traa-ferred to a prepaid expense aceouat. 



THE ABC COMPANY Exhibit A 

Balance Sheet 
December 31, 1048 

Assela LlabiliUeg and Net Worth 
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Di'prrci'itioii 108, OSO 

Prepaid I'Apcti'CH: 

Unexpired Iinnriince .'iOO 



THE ABC COMPANY 
Workiag Papers 
Year Ended December 31, 1948 
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Manufacturing columns 




Debit 

Credit 

(a) Goods ID process — begmim^ ofyear 

15,000 00 


Raw matenaU used 



(b) Inventory — begimung of year 

12,000 00 


Net cost of matenals purchased 



(e) Purchases 

04,000 00 


(c) Freight in 

800 00 


(d) Returned purchases and allonances 


1,500 00 

(e) Inventory — end of year 


9,000 00 

(f) Direct labor 

80,750 00 


(g) Manufacturmg expenses 



Indirect labor 

9,125 00 


Heat, bght, and power 

3,500 00 


Building and machinery repairs 

300 00 


Insurance 

050 00 


Taxes 

1,400 00 


Factory suppbes 

3 500 00 


Miscellaneous factory expense 

2 500 00 


Depreciation of buddings 

3 500 00 


Depr of machinery and equipment 

6,000 00 


(h) Goods ID process — endofyear 


11,000 00 

(1) Balance— cost of goods manufactured— 



transferred to debit Profit and Loss 



column 


211 825 00 


233325 00 

233 325 00 

Profit and Loss columns. 




Debit 

Credit 

Net sales 



(i) Sales 


300,000 00 

(j) Returned sales and allonaoces 

2,000 00 


Finished goods — begiorungofycar 

20,000 00 


d) Cost of goods maDuIactui^ (trans- 



ferred from manufacturing columns) 211,825 00 


(m) Finished goods — end of year 


17,000 00 

(n) Selling expenses — totahng 

39,860 00 


(o) General expenses — totaling 

23,990 00 


(p) Discount on purchases 


1,200 00 

(q) Discount on sales 

2,500 00 


(r) Balance— net income — transferred to 



Earned Surplus 

18 025 00 



318 200 00 

318 200 00 

Surplus columns 



Surplus at the beginning of the year 


71,450 00 

(r) Net income 


18,02o 00 

(s) Dividends 

6,000 00 


Balance — Earned Surplus, end of the 



year 

83 475 00 


89 475 00 

89 475 00 

Balance Sheet columns' 



Assets, Labilities, and net worth at the end of the year 
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Apportioned items in the working papers. If an expense charged 
to one expense account is to be apportioned fas between manufactur- 
ing and selling expenses: or among manufacturing, selling, and 
general ex-penscs) the apportionment may be indicated in the work- 
ing papers in the manner illustrated below. Observe that, when a 
portion of an expense is classified .as Selling Expense and another 
portion of the same expense is classified .as General Expense, the two 
portions are identified bj' the letters S and G. These letters may 
also be used if an expense is not apportioned between Selling and 
General, but the title of the account docs not clearly indicate 
whether the items should be classified as Selling or Gener.al. 


I Trial Balance J Manufacturing ; Profit and Lo'o 


Taxes 

f 

b 

! 

S.OOOjOO 1 

2,000 00 ' ( GOO'00.5 

; , -lOojoOG 

Rent of Building 

1 

6,ooo;oo ; 

.5, 000,00 i i,ooo;ooG 


If an account balance is apportioned thus, the journal entries 
closing the books should give recognition to the apportionment. 
Thus, if an expense accoimt balance is apportioned to Manufactur- 
ing, Selling, and General, a portion of the accoimt balance will be 
transferred to IM.anufacturing account in the entrj* closing the 
manufacturing expense accounts, a portion will be closed to Profit 
and Loss m the entn.' closing the selling expense accounts, and the 
rcm.ainder wdll be closed to Profit and Loss in the entry closing the 
general expense accounts. 

Closing the books. The joum.al entries closing the boolcs of a 
m.'inufacturing company may be grouped as follows : 

(I) Entries for adjustments: deferred and accrued items, re- 
serve prolusions, and so forth. 

(11) Entries to set up a Manufacturing account into which arc 
closed all of the accounts containing information used in 
determining the cost of goods manufactured. 

(Ill) Entries in Profit and Loss and Surplus. 

The entries closing the books of The A B C Company are shown 
below. These entries arc keyed, by letters, to the amounts shown 
in the working papers. This is done for clearness of presentation in 
this chapter: such letters would not be used in actual books of 
account. 

Adjustments. The reserve for bad debts is incre.ased to -SI ,000.00 
by the following entry: 


(.1) B.nd Dcbtc SOO.OO 

Reserve for Bad Debts SOO.OO 


To incrra.'c the iwervc to $1,000.00. 
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Depredation of the fixed a.'sets is provided for by the foUovdng 
entries: 


(B) Depreaafion of BuiJdin!5? 5,50000 

Ileserve for Depreeution of Building . , 3,50000 

To provid" for depreciation at 5% per 
ann uni- 


te) DepreciatJonof Mathiaery andEqiupment 6,00000 
Rev'rve for Depreciation of Machinery and 

Djujpment 6,00000 

To provide for depreciation at 10% per 
annum. 


(D) D€pre<iationofFumiturcand Fixtures 750 00 

Reserve for Depre> latiun of Funiiture and 
Futures 750 00 

To pr<Jvi<ie for depreciation at 15% per 
asnum. 


Accrued f-alanes and wages arc recorded by the following entry: 


(H) Direct laifwr 750 00 

Indirect I;abor 125 00 

Salesmen')) Saiancs SCO 00 

OfTice Balancn 40 00 

Accrue*! SaUne* and agos 1,276 00 


Salaries and wages accrued and unpaid at end 
of jear 


Unexpired insurance Is deferred by the following entry: 

(F) Unexpired Insurance 30000 

Insurance 30000 

Premiumis uncxiared 


Manufacturing account entries. The following entries produce 
a balance in the Manufactunng account representing the cost of 
goods manufactured dunng the year. 

Goods in process at the beginning of the year : 

(a) Manufacturing 15,000 00 

Goods in i’rocoia Inventory 15,000 00 

lo charge Manufacturing account with the 
cost of goods in process at the beginning of the 
year 

Materials used during the year- 

(h) Manufacturing 12,000 00 

Raw Material Inventoiy 12,00000 

lo cliargo Manufacturing account with the 
cost of raw inatenals on handat the beginning 
of the year 

(c) Manufacturing 91,800 00 

Purchases — Raw Material 94,00000 

Freight In 800 00 

To close the Purchases and Freight accounts 
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(dl P.stiime'i and .Vilo-Tancci l.SCO.CO 

^ larnifa :ti:r:r:2 

Tf the F.etnmc'i PumhA-^ths and .Vilv:"'- 
a.r.V'^ acrniint. 

ft;) Pw3’’/ Ma‘'t'ri:i! Inrpn*.:ry O.CCO.CO 

Man'ifai'tiirin^ 

To ‘^ct up the inventory of ra.’v matcrhiLi at the 
cn»i of the 

Direct labor costs: 

( fj Manufacturinz .... SO,7.50.CO 

Direct Labor . . . 

To chartp' Man-ufacturinz account v.-itii the 
cest of direct Liber. 

iranufacturing expenses: 

(ri Manufaftu.'inz . . .... o0,77.5.C0 

I.niiirect Labor . 

H''at, Lizh*'. An<i Po’ver 
Btiil'iirz and Machinery Repairs 
In-mranci; 

Txtes 

Fart ’ly Supplies. . ... 

MisceUancoiis Factory Dipcrt^e 
Depreciation of Pml'iinzs. 

DepKCiation of Machinery and E<;uipn:cnt 
To close the nianufacturlnz e.Tpensc accounts. 

Goods in process at the end of the year: 

ill) Goods in Procr-s^ Inventory Il.DM.OO 

^[.lnu^acturi^z 

To ~et up the grioiD in nrecc^v inventc-y at the 
end of the vear. 


LeCO.CO 


o,oco.c?o 


S0,730.CO 


0,12.5.00 
S.-iOO CO 
3^3.00 

o:o.co 

t.4W CO 

3.. 1.O.CO 

2 .. "o.ro 

3.. 'C0.C0 
O.CCO.CO 


11,0C0.C<3 


The baJance in the Manufacturing account notv represents the 
cost of goods manufactured during the year. 

Profit and loss and surplus entries. Entries to credit Profit and 
Loss with net sales: 

(P Sail’S . . cCO.COOCO 

Pr’^n* S-nc ofX)XO^ OO 

To the 

ip Fr:t:: ar.'i 0) 

Tn rh'H’ th»? np‘'ur:'‘'*d S and 


Entries to debit Profit and Loss with the cost or goods sold: 


G Pr-St and L.'-= 

F:r:'ih'’d G ’‘'d.' Invr>ntrry. 

T>' cha.~o’ Pr-'St and Les- -.d’h the in'cn- 
t.-r.' rf hnLhini s->’Ci at the b'cfnnirz >'f 


20.i»} CO 
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(l) ProBt and Loss 211,825 00 

Manufactunng . 211,825 00 

To close the Manufacturing account, and to 
charge Profit and Loss with the cost of ^oods 
manufactured during the y ear 

(m) Finished Goods Inventory 17,00000 

Profit and Loss ’ 17,000 00 

To set up the inventory of finished goods at 
the end of the year 

Entry for selling expenses 


(n) Profit and Loss 39,860 00 

Advertising 9,00000 

Salesmen's Salaries 20,360 00 

Salesmen s Traveling Expense 8,000 00 

Miscellaneous Selling Expense 2,500 00 

To close the selling expense accounts 

Entry for general expenses 

(o) Profit and Loss 23,990 00 

Office Salaries 3,040 00 

Officers’ Salaries 18,000 00 

Stationery and Printing 400 00 

Office Supplies 300 00 

Miscellaneous General Expense 700 00 

Bad Debts SOOOO 

Depreciation of Furniture and Fixtuica . 76000 

To close the general expense accounts 


Entnes for other income and expense* 

(p) Discount on Purchases 

Profit and Loss 
To close 

(q) Profit and Loss 

Discount on Sates 
To close 


1,20000 

1,200 00 


2,500 00 


2,500 00 


Entnes m Surplus 

(r) Profit and Loss 

Earned Surplus 

To transfer (be net income to Surplus 


18.025 00 

18025 00 


(s) Earned Surplus 6,000 00 

Dividends 6,000 00 

To charge Surplus with dividends paid dunng 
the year 


Manufacturing and Profit and Loss accounts. The Manufactur- 
ing account and the Profit and Loss accotmt are shown on pages 317 
and 318. The entries in these accounts are cross-referenced to the 
journal entnes by letters. This is done for purposes of explanation 
in this chapter, letters would not appear in actual accounts. 
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CHAPTER 23 
Miscellaneous Matters 
Kmnerical Chart of Accounts 

Account numbers. Most ledgers arc kept on cards or in loose- 
leaf binders. Each account is given a number, and the cards or 
sheets are kept in nimierical order. 

It is ad\’isablc to number accounts in a systematic manner so that 
the account numbers indicate classifications and relationships. 
Numbering systems differ, but the following chart of accounts 
illustrates the general principle. 

Observe that each account number contains four digits, and that 
tlie first digit at tJic left indicates a main classification, as shouTi 
below : 

1 — .Assets and related rescn’cs. 

2 — Liabilities and deferred credits. 

3 — Net worth. 

4 — Sales and related accounts. 

5 — Accounts Mth manufacturing costs: materials, labor, 

and manufacturing expenses. 

G — Selling expenses. 

7 — General expenses. 

S — Other income and expense. 

9 — Closing accounts: Manufacturing and Profit and Loss. 

The second digit in a general ledger account number indicates a 
main subcla.ssification, thus: 

11 — Current .assets and related rcsen-cs. 

12 — Other asset-. 

13 — Fixed assets and related re.sen'es. 

14 — Prepaid expenses and deferred charges. 

The third and fourth digits indicate further subcla-ssifications and 
relationships, thus: 

1 1.30 Notes Receivable. 

1135 .\ccrucd Intere.'t on Notes Recciv.ablc. 

1139 Notes Receivable Discounted. 

The third and fourth digits are not assigned liapha 2 :.ardly, but in 
many instances are selected for re.asons of consistency, or to show 
relationships. 


319 
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As illustrations of numbers chosen for purposes of consistencj, 
obser\ e the following account numbers The first digit mdicates 
whether the account reprecents an asset or a Lability, the fact that 
the item is current is indicated by the second digit, the final 20 
indicates an account receivable or payable, the final SOmdicatesa 
note 

1120 Accounts Receivable 
2120 Vouchers Pajable 
1130 Notes Receivable 
2130 A otes Payable 

Also obser\ e that offset accounts, representing deductions from 
related accounts, are numbered with a final 9 
1120 Accounts Recen able 
1129 Reserve for Bad Debts 
1331 Jfachmery and Equipment 

1339 Reserve for Depreciation — Machinery and Equipment 

2350 6% First Mortgage Bonds 

2359 Unissued Bonds 

3171 Preferred Stock Authorized 

3179 Umssued Preferred Stock 

3201 Earned Surplus 

3279 Dividends on Preferred Stock 

3289 Dividends on Common Stock 

As an illustration of account numbers assigned to show relation- 
ships, observe the following 

The account with bonds payable is 
2350 6% First Mortgage Bonds 
Observe the numbers of the related accounts. 

1250 Sinking Fund Cash 

1251 Sinking Fund Secunties 
1450 Bond Discount 

2150 Accrued Bond Interest 
3250 Sinking Fund Reserv e 
8250 Bond Interest 

As another illustration of account numbers assigned to show 
relationships, observe the foUowmg 

The capital stock accounts are numbered 31 — , the preferred 
stock accounts are numbered S17-, and the common stock 
accounts are mimbered 318 
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Obsen'e the numVjers of iho follo’.ving related accountc:, Tlip 
digit in the third position indicam? the of ‘^tock; the fourth 
digits have the same significaitcc in both groups of accoimts. 

3171 Prclerrcd Stock A>ithonzcd. 

3175 Preferred Stock Sub'cnbod. 

317? Lna'acd Preferred Stork. 

1275 Subscriptioa:? Preferred Stock. 

3279 Divideuch on Preferred Stock. 

31S1 Common Stork .Vuthorizc<i. 

31S5 Common Stock Sub^r^bed. 

31S0 Uni'^'.ied Common Stock. 

12S5 Subscription- to Common Stock. 

32S9 Dividend- on Common Stock. 

Another illustration of account numbers assigned to show 
relationships is; 

1455 Unexpired Im-urancc. 

5355 Insuruntc 1 manufacturing e.xpcnsc). 

G055 Insurance (selling expense). 

7055 Insurance (general expense). 

Illustrative chart of accounts. The following chart of accounts 
\xdll be used in a practice set accompanying the text ; 

CiT.KE.x'T .\-?nrs.; 

1111 Ca-h. 

1112 Petty Cn-h. 

1120 .Account- Receivable. 

1120 Rc^en'c f<ir Bail Debts. 

1130 Metis Receivable. 

1135 Accrue I Intcrc-t on Motr- Receivable. 

1139 A'c'c- Receivable Di-coanted. 

1151 rini'hc.l Cco !'. 
llGl Good- in Po'rc— . 

1171 Raw Mated ih. 

OiuiE.u .\--Lr-: 

1232 T. R. Pri-c. Dr..v.inrs. 

1233 Weber and Pirl D. 

1250 Sinking Pun i Ca~k. 

1251 Sinkiar Fund S-u.-indtir-. 

1275 Sui’j Tintior- to Pre ftrre l S'cw’k. 

12S5 S-i' -criptiom to Common Stevk- 
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Fixed Assets 
1311 Land 
1321 Buildings 

1329 Reserve for Depreciation — Buildings 
1331 ^^achlnery and Equipment 

1339 Reserve for Depreciation— Machinery and Equipment 
1341 Tools 

1349 Reserve for Depreciation — ^Tools 
1351 Delivery Equipment 

1359 Reserve for Depreciation — Delivery Equipment 
1361 Furniture and Fixtures 

1369 Reserve for Depreciation — Furmture and Fixtures 
1371 Patents. 

1379 Reserve for Patent Expiration 
1381 Goodwill 

Prepaid Expenses a.sd Defzbbed Charges: 

1411 Factory Supplies Inventory 

1412 Stationery and Pnntmg Inventory. 

1416 Coal In\ cntory 

1450 Bond Discount 

1451 Prepaid Garage Rent 
1455 Unexpired Insurance 

CtTKREVT LtaCTLITIES 

2120 Vouchers Payable 

2129 Freight to be Deducted 

2130 Notes Payable 

2135 Accrued Interest on Notes Payable, 

2150 Accrued Bond Interest 

2151 Accrued Payroll 

2161 Federal Taxes Withheld from Employees. 

2162 0 A B Taxes Payable 

2163 State Unemployment Taxes Payable 

2164 Federal Unemployment Taxes Payable. 

2165 Accrued Taxes Payable — General 

2166 Reser\ e for Federal Income Tax. 

2179 Dividends Payable — Preferred 
2189 Dividends Payable — Common. 

Other Liabilities 
2201 Lane Brothers 
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Fixed Liabilities: 

2310 }iIortgagc Payable — 6%. 

2320 jMortgagc Payable — 5%. 

2350 G% First i^Iortgagc Bonds. 

2359 Unissued Bonds. 

DEFEnUED CllEDITS: 

2121 Rent Collected in Advance, 

2435 Interest Collected in Advance. 

Net Worth: 

3171 Preferred Stock Authorized. 

3175 Preferred Stock Subscribed. 

3179 Unissued Preferred Stock. 

3181 Common Stock .‘Vuthorized. 

3185 Common Stock Subscribed. 

3189 Unissued Common Stock. 

3201 Earned Surplus. 

3250 Sinking Fund Rcsen*e. 

3279 Dividends on Preferred Stock. 

3289 Dividond.s on Common Stock. 

Sales axd Rel.\.ted Accocxts: 

4001 Salc.s. 

4009 Returned Sales and Allowances. 

Purchases .a..vd Rel.vted Accounts: 

5171 Purclia.-^cs — Raw Materials. 

5172 Freight In. 

5179 Returned Purchases and .-Ulowances. 

Direct L.vbor: 

5201 Direct Labor. 

IManufacturtng Extenses: 

5300 Manufacturing Expense (Control). 

5301 Indirect L.abor, 

5302 Sujx'rintendcnre. 

531 1 Factory- Supplie.=. 

5315 Heat, Light, and Power. 

5328 Repairs to Buildings. 

5329 Depreciation — Building'. 

533S Rcp.airs to Machineiy- and Equipment. 
5339 Depreciation — Maciiinciy and Equipment. 
5349 Depreciation — ^Tools. 
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5355 Insurance 
5300 Taxes 

5379 Patent Expiration Expense 
5390 Miscellaneous Factory Expense 


Selling Expenses 
6000 Selling Expense (Control) 

cool Salesmen s Salanes 

6002 Comniissions 

C003 Salesmen b Traveling Expenses 

6001 Delivery Salaries 

6051 Delivcrj Expense 

6055 Insurance 

6059 Depreciation — Delivery Equipment 

6061 Freight Out 

GQ63 Freight on Returned Sales 

6070 ^dvertJ«w)fir 

6090 Miscellaneous Selling Expense 


General Expenses 
7000 General Expense (Control) 

7001 Officers Salanes 

7002 Office Salanes 

7011 Office Supplies 

7012 Stationery and Pnatme 
7029 Bad Debts 

7035 Insurance 
7060 Taxes 

7069 Depreciation— Furniture and Fixtures 
7071 Postage 

7081 Collection and Exchange 
7090 Miscellaneous General Expense 


Other Income 
8101 Discount on Purchases 
8121 Rent Income 
8135 Interest Income 
8151 Dehverj Income 


Other Expenses 
8201 Discount on Sales 
8235 Sundry Interest Expense 
8240 Mortgage Interest 
8250 Bond Interest 
8266 Federal Income Tax 
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Closing Accounts: 

9001 Mimufuc'turing account. 

9002 Profit and Loss. 

Organization of ledger. If the chart of accounts is well planned, 
the accounts will bo arranged in the ledger in the sequence in which 
their balances will appear in the statements at the cud of the period. 
For instance, all current asset accounts will be in one section of the 
ledger, and they will be arranged in the order in which they appear 
in the balance sheet. Since the fixed a.«sets will appear in the balance 
sheet after the current assets, their accounts should appear in the 
ledger after those of the current assets. 

In constructing a chart of accounts, it is desirable to leave several 
unassigned numbers in each group, to provide for other accounts 
which may be added later. If new accounts arc added, they should 
be given numbers which will place them in the ledger in the sequence 
in which their balance-; will appear in the statements. 

Use of accoimt numbers instead of accoimt names. Ispace can 
frequently be saved in the books of original entry by providing a 
narrow Account Number column instead of a wide .-Vccount Name 
column. The following paragraphs show the use of such Account 
Number columns in the: 

\‘oucher register. 

Cash disbursements books. 

Cash receipts book. 

Voucher register. Special columns are p!o\'ided in the voucher 
register for the accounts most frequently debited. Previously it 
luis been neccssart’ to write (in the Sundry Accounts Debited sec- 
tion) the names of accounts infrequently debited. The writing 
of these account names can be avoided by using an Account Number 
column instead of an Account Name column, thus; 

s Scvtnn .tc- 


; ojrvr^ 

PE51TEP 

1 

.Vniount 

lac! 

i.o.noj 

.sga.'. 



Keferring to the schedule of accounts, we and that accoimt 1321 
is Buildings and account S2o.‘> is Sundry Interest Expen.-e. 

Since the bookkec]ior has used the account number to indicate 
the account to which the posting fs '/> h- made, it will be confusing 
to use the account number .also to show th:it tlie porting /.os ban 
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made. Therefore, a check mark is used for that purpose. After the 
entries have been posted, the Sundry Accounts Debited section ml] 
appear as follows: 


StrNDBT Ac- 
counts Debited 

Acct-I 

ho 

V 

Amount 

1321 1 
8235 

V 

V 

1,000100 

25!oO 


The only credit column m the voucher registers previously illus- 
trated was Vouchers Payable. Occasionally it is necessary to credit 
some other account, and in such cases entries might be made m red 
ink in the Sundry Accounts Debited section. 

To avoid such red ink entnes, it is advisable to provide a sundry 
credit column as well as a sundry debit column in the voucher 
register, as illustrated below 



DebiU 


Acel 

bo 

V 

Amount 


V 

Amount 







Cash disbursements book. The cash disbursements book 
(check register) previoui-ly illustrated in connection with the voucher 
system contained only three columns. 

Debit: 

Vouchers Payable 
Credits 

Discount on Purchases 

Cash 

Occasionally it is necessary to debit or credit other accounts at 
the time of paying vouchers, therefore, it is desirable to include a 
Sundry Accounts debit section and a Sundry Accounts credit section 
in the cash disbursements book. The illustration on page 327 shovi-s 
how such columns may be used. 

In the first two transactions it is assumed that payments were 
made by bank drafts, and that the bank charged an exchange fee, 
the checks issued in purchasing the drafts were, therefore, larged 
than the amounts of the vouchers being paid. The charges to W' 
lection and Exchange are indicated by the debits to account 708b 
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Tho Explanation column does not contain the names of n,ny 
accounts: the accounts to be debited and credited are indicated 
cither by entering the amounts in special columns, or by entering 
account numbers in the Account Number colunms of the Sundre 
Accounts credit or Sundta- Accounts debit sections. Account 3 ISO 
is Unissued Common Stock: account 1130 is Notes Receivable; 
account 70S1 is Collection and Exchange. 

Attention is directed to the entries explained as Collccliotis. In 
a large business it may be desirable to use a separate cash receipts 
book for collections from customers, if many such collections are 
received. This book may be niled as in the foUotving illustration, 
which shows the collections for .July 20: 


Ca5li Receipts — Custoners 


Date ]\ 

t • 

Xa.T.c 

! Account': 
Bcccivabte | 

Discount 

Freich* 

Cash 

[O I 1 

Julv20 ! 

F. It. ! 

i i 1 

1 soooo; 

s'oV 


702 (D 

i 

G. D. Sampson 1 

1 oW 00’ 

1 1 

1600 


.300 00 

1 

Gi eiTo Dav::?or: \ 

I i.ewoo! 

0 00 

1,57.5 CO 


James G. Flodtti j 

1 100 00' 

1 00' 

2 00 

0700 


Da^ad Biscom . 1 

2TO C»7’ 


4 00 

io<: CO 

i 

i 

i 

3,000 00 

25 00 

15 00 

2,000 00 


The items in the Accounts Receivable column are posted to the 
sub^idiarv' accounts receivable ledger, the posting being indicated hy 
chcck marks in the (%') cohmm. The daily totals may bo carried 
to the general cash receipts book, in the manner illustrated: in this 
case, postings to the debit of Accounts Receivable control. Discount 
on Sale?. Freight Out and Cash will be made from the general cash 
receipts book. Or the daily totals of the columns of the cash re- 
ceipts — customers book need not be entered in the general cash 
receipts book, in which ease monthly totals of the four columns of 
the ctish receipts — customers book ^riil bo posted to the general 
ledger. This latter procedure will be urea in the practice set. 

Use of account numbers and check marks. lu pre<-eding chap- 
ters. ledger page numbers have been entered in books of original 
outre' to imiicate that postinns have Ureu mad” to general ledger 
accounts, and ch.eck marks have been used to indicate that po-tinc- 
ha.ve been made to subsidiary records. Bookkeepers sometim'-s use 
check marks to indicate that debits or credits to certain accounts are 


no: to be posted. 

Ledger pane zmmbcrs have always indieaicd that 
been made, but Icdcer account numbers are now to h 
catc accounts to wliich postings are to be made. 


postings have 
e used to mdi- 
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If an account number may show cither where an entry is to be 
posted or that an entry has been posted, and if a check mark may 
indicate either that an entry has been posted or that it is not to be 
posted, confusion will result Unfortunately, there is no universally 
accepted method of avoiding this confusion In the remammg chap- 
ters of this book the following procedure is followed 

Account numbers {with or without names) indicate accounts 
to which postings are to be made 
Check marks indicate that postings have been made 

Thus, the account name and number are entered at the head 
of each column which is to be posted m total (See preceding 
illustrations of voucher register, cash disbursements book, and cash 
receipt'’ book ) When the column total is posted, indicate that fact 
by putting a check mark at the foot of the column, below the total 

In the Sundry Accounts sections of the books of original entry 
in which such sections may be used, indicate, by account num 
bers only, the accounts to which postings are to be made Indicate 
that postings have been made by entering check marks in the (vO 
column 

In wnting journal entries, show the account number (or number 
and name), after posting, enter a check mark in the (vO or LF 
column 

Thus, an account number will show the account to which the 
posting IS to be made, and a check mark will indicate that the postmg 
has been made 

Postings to subsidiary records will also be indicated by check 
marks 

If an entry or column total is not to be posted, that fact may be 
indicated by an x in the (v) or L F column, or below the column 

Expense Controls 

ControUmg accounts. In studying controlling accounts with 
customers and creditors, you learned that controlling accounts are 
introduced into the accounting system when the work becomes so 
heavy that it must be divided 

In a very large busmess, the controlling account procedure can 
also be applied to expense accounts, thus providing for further sub- 
division of the bookkeeping work Controlhng accounts with 
\ arious classes of expense can be kept in the general ledger, and the 
details can be kept m a subsidiary expense ledger or other record 

Referring to the account classification, let us assume that ex 
pense controlhng accounts are to be kept m the general ledger, and 
detail accounts are to be kept m a subsidiary record 
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The voucher register will contain a debit section for each of the 
three controlling accounts (NumbenioSOO. 6000, and TOOOj, and each 
of thc^c controlling account sections will be provided vdth three 
subcolumns: Account Number, (\/), and Amount, (is shown on 
pages 332 and 333. 

During the month, the bookkeeper in charge of the subsidiary 
expense record posted the individual entries from the expense control 
columns, and indicated by check marks in the (\/) column between 
the account number and the amount, that the postings were made. 
Thus, the check marks in the part of the register shown indicate that 
ho has posted to the following accounts: 


.5311 Factorj- Supplies. S Go.OO 

GOTO .\(lverti<.irip 2(10.00 

COGl Freight Out 2.5.00 

5301 Indirect I.abor . 150 00 

COO I S.ale^mcti''. Salaries . 22S.00 

cool Delivery S.aliincs . 200.(X) 

7002 Office .‘^alarie-. 200.00 


The general ledger bookkeeper posted from the voucher rcgi. 5 ter 
a.s follows: 


AT TflK E.VD or THE MONTU — COLClf.V TOT.tLS: 
Credits: 

t'ouclicrs Pavable . . . . 


2120 S20.030 00 


Dcbit.s: 


Purch.T<cs 

5171 

SM,.')90 00 

rruipht In 

5172 

375 00 

urine: n\pon'C (Confrol) 

5300 

905.0<0 

FcHinc Ilxiieu'C (Omtrol) 

COOO 

2,000 00 

Genera! E\pcii«c (Control) 

7000 

S70.00 

rniNO Tin: .month — KN rr.n^^ in scnduv 

ACCOUNTS .‘SECTION 

: 

Doiiit-;; 

Motes Pa j-ablc. . . 

2130 

500 00 

Intcrv't IMpcn-c 

S2.1.5 

1000 

Direct I^abor 

.5201 

c.m.0‘5 
$20,0.50 01 


Since the subsidian,' ledger bookkeeper has posted ail the items 
in the Manufacturing Expcn.=c column, the sum of the balancers in 
the subsidiary manufacturing expense accounts should equal the bal- 
ance in the Manufacturing Expense controlling account. The same 
agreement should e.xist between the Selling Expense controlling 
account and the subsidiary selling expen.'^e record, and between the 
General Expense controlling account and the sub-idiary generrd 
expense record. 
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Vouth« 




The hst entry, which is for depreciation of deh\ ery equipment, 
was made in the journal and was posted to the anaJysis record and 
also to the contiollmg account The “Ref ” column is intended 
to shoTV the source of all entnes not posted from the \ oucher register 
Credits in subsidiary expanse analysis columns can be mdicated 
by red ink entries 

The controlling account with Selling Expense appears as folloris 
Selling Expense (Control) 

jvui! ^oeJoo 

^slool 


19— t 
July 31 
3l| 






Ch. 23] 
Register 


MISCELLANEOUS MAHERS 


333 


DrTiiT^ 


? t* V z / n > A cco V V 


ilnnuf’\rli)nnff ! 
5ol)0 


SoJIiDf; 

Utpcn^c 

COOO 


Ilxpcnso 

7000 


Debit 


CrtHiit 




%/,Arr)oiii:t \' Arrioij*it 


An<?Uf>t 


:k 1 iia/| g 5 


j I i 

iC0T0\/l 200 Ooj 
! . ' ! ! 


1 > 


i ! 


;2nov. SCO on 


, , ' f i f ' 

' ,fty,i^%/. c.'.'po' * ) * * ‘ 

SCOIK” lS0!00'C0Oli\A 22,'' on- 70021 v'r 200 «)'.')201 \ CSO CO' 
j gioi U'' 20o |oo l__< I , 

1 .“oorjOt' i 2.000 00 £.70 00 i J.KOf'o' 


Ilcrn^rLj 




Tlic subsidiary expense ledger bookkeeper prepares a summary of 
the selling expense accounts at the end of the month in the following 
form: 


Selling Expenses, July, 19 — 


0001 Salesmen's S.alaries .... ? S03.00 

0003 Salesmen’s Traveling Expcn,-.e 20.‘.00 

coot Delivery Salnric.s 400.00 

00.51 Delivery Expense . . . 200.00 

GOoO Depreciation — Delivery Equipment . 25.00 

GOGl I'rcightOut 102.00 

0070 Advertising. , . .. 200.00 


^.osa.oo 


This summary is prepared for two reasons: first, to prove that 
the subsidiary record is in agreement with the controlling account; 
second, to furnish the general ledger bookkeeper with the details that 
he will require for the preparation of the profit and lo«s statement. 

The subsidiary records and monthly summaries of manufacturing 
and general expenses may be prepared in a similar manner. 

Posting from vouchers. If desired, the postings to the sub- 
stdian,' expense records can be made directly from the vouchors in- 
stead of from the voucher register. If this is done, the .Acc-ount 
Number and the (x^O columns will not be needed in the expense 
controlling account sections of the voucher regi.^tor. 

Use of account numbers on vouchers. In (lie voucher i!lu-<- 
trated on page 207, the names of the accounts most frequently 
debited were printed on the back of the voucher, .and spaces tvcrc 
loft in which to write the names of other accounts a'j required. It may 
be desirable to print account numbers instead of names on the back 
of the voucher. Since so much loss space i.s required for numbers 
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than for names, the back of the voucher can contain more printed 
account numbers than account names, and thus reduce the amount 
of writing to be done by the bookkeeper. 


Note Registers as Books of Ongmal Entry 

Notes receivable register. If there are many transactions in 
volving notes and drafts, the Notes Receivable and Notes Payable 
ac( ounts may be controlling accounts and the note registers may 
be designed for use as books of ongmal entry and subsidiary records 
rather than as merely supplementary memorandum records When 
the note registers are used as books of ongmal entry, they may be 
called the notes receivable journal and the notes payable journal 

The illustration on page 335 shows how the notes receivable regis- 
ter may be used as a book of original entry m which to record the 
receipt of notes and acceptances receivable 

The total of the Accounts Receivable column is posted to the 
credit of the Accounts Receivable controlling account postings to 
the credit of individual accounts m the subsidiary ledger are made 
as indicated by the check marks at the left of the names, and as 
more fully explained later 

The total of the Notes Receivable column is posted to the debit 
of the Notes Receivable controlling account Since there are occa 
sional interest and discount adjustments to be made in settling 
accounts by notes, space is provided in the Sundry Accounts columns 
for miscellaneous debit® and credits 

The entries in the notes receivable register are explained below 
The debits and the credits in the register take the place of entries 
which would othenvise be made m the journal 

First entry 

On July 2 we received a 30 day, 0% note dated July 1 from A R Lukins, 
the maker We credited Lukins (the check mark m the L F column 
indicates the posting to his account) and Accounts Receivable con 
trol Notes Receivable account was debited 

Second entry 

On July G wc received a 60 day note from G C Walker with interest for 
GO days at G% included in the face The note was received to apply 
on account The entry in the rcgKtcr for the receipt of this note 
contained the following debits and credits 


Debit Notes Receivable 
Credit Accounts Receivable (aiul Walker) 
Interest Income (account 8135) 


101000 


1000 00 
10 00 
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Third entry 

On July 11 we received from C D Perkins a note signed by Ralph 
Morton due m 60 days from July 1, without interest, for §l 00000 
Although Morton was the maker of the note, we credited Perkins 
because we receiircd it from him by endorsement We credited him 
with the discounted value of the note — face less 6% interest for 
SO days The entry in the roister was 

Debit Notes Receivable 1 000 00 

Credit Accounts Receivable (and Perkin*-) 991 67 

Interest Income (account 813d) 8 33 


Fourth entry 

James Hudson purchased merchandise from us on Julj 14, terms 
I/IO n/GO We allowed him to deduct the 1% discount mconsidera 
tion of his giving us a 30 day interest-bearing note The entrj in 
the register for the receipt of the note was 

Debit Notes Receivable 495 00 

Discount on Sales (account 8201) 5 00 

Credit Accounts Receivable (and Hudson) 500 00 

Fi^ih entry 

On July 21 we sold mercliandise to C F Wilson under terms requiring 
him to accept a 30-day draft The acceptance was received on Julj 
25 it had been accepted on July 23, and was payable 30 days after 
sight The acceptance was made payable at the Home National 
Bank of Atlanta The entry was 

Debit Notes Receivable 30000 

Credit Accounts Receivable (and Uilsoo) 300 00 


The postings to the general ledger from the regLster were 


Dunng the month — entries in Sundry Accounts columns 
Discount on Sales — account 8201 
Interest Income — account 813o — two entries 
At the end of the month 

Notes Receivable — account 1130 
Accounts Receivable — account 1120 

Total debits and credits to general ledger 


Debit Credit 
3 500 

$ 18 33 

3 305 00 

3 291 67 
53 310 00 S3 310 00 


Accounts m the accounts receivable subsidiary ledger were 
credited as indicated by the check marks at the left of the names 
Entries for the collection or the discounting of notes receivable 
would be made in the cash receipts book m the usual way, with 
notations in the memorandum columns of the register The cash 
receipts book should have a Notes Receivable credit column to 
facilitate posting to the controlhng account 
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Notes payable register. The entries in the notes payahio register 
on page S3S are explained in the following comments: 

Firt-i entry: 

On November 1 we gave a GO-day, 6% note for .$5,000.00 to Sidney 
Welch to apply on account. 

Debit; Voucher; P:\y!ii)!e (Xo. 310). .">.000.00 

Credit: Xoto^ Payable . .5,000.00 

Second entry: 

On November 3 we accepted a 30-day sigiit draft for $1,000.00, tvithout 
interest, drawn by George Mason, p.ayable to himself. 

Debit: Vouchers P.ay.aWe (So. 321) 1,000.00 

Credit: Notes Payable 1,000.00 

Third entry: 

On November 7 we gave a note to James Snowden, to whom wc owed 
$2,000.00; the note was liuc in GO d:iys, and the face included interest 
at Q% for GO d:\ys. 

Debit; Voucher; Payable (No. 3,30) 2,OX).00 

Sundry Interest lixpcn'O (account S235) . 20.00 

Creriit: Notes Payable . . 2,020.00 

Fourth entry: 

On November 12, Fred ITunt, to whom we were indebted, drew a 
30-day sight draft on us for $500.00, payable to F. R. Norton. Wc 
accepted it. 

Debit; Vouchers Payable (No. 330) 500,00 

Credit: Notes Payable 500.00 

Fifth entry: 

On November 10 wc purchased -$2,000.00 worth of merchandise from 
Holmes it Comp:iny, terms 2*^ in ten days. With, their consent, we 
took the discount by is.suing them a 10-<iay note: 


Invoire $2,(100 00 

2' 7- discount .... -(O.IX) 

Note due in 10 days $ 1 . 0 i',g qq 

The debit.s and the credits in the notes payable remster were: 

Debit; VoU'-hers Payable (No. 3.">0). 2.0'"'''! (Xt 

Credit; ni'C<’'ur.t on Pureha^s {a-'count SlOl) -lO.fK) 

Notes P.ayable .... 1,0-30.00 


Sixth entry: 

On November 25 wc bormwcii from the bank, tssuiim a GO-d.a;.'. no:v 
intcrost note for $5,000.03. and receiving $1,050.00 as the pro- 
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cceds. Tills transaction rcquir«I a cash receipts book entrj- as well 
as a note register entin-. These entries were as follows: 



Entric,': 

Entri»< Ported 

Vo.V.'i pizi/chle rejuAff, 

Xot 

Po'fed 

Dcbit.< Credit.*: 



Debit; Memo in Sundn.’ Aecounf'; column 

4,950.00 


Sundry Intere:^t E\pen-e I'nccount S235) 

50.00 

Credit; XotC' Payable 


5,000.00 

Cfi’/i rwipO book. 



Debit: C:u>h 


},9 ,'jO.OO 


Credit: Memo in Sundry Accounts column 4,050.00 

The entiA' in the cash receipts book appears as follows fall columns 
not required for the entry are omitted) : 


Date 


Account 


Cash Receipts Book 
Explanation 


; Sesnnr VerorvT' 

L (Cn alit) 

lAcct. 1 

• Vinount 


. ? Xo \ 

Xov.i25 il-irst Xatinnal ISank , Sec note^ payable reci'tcr i \ ' !.9.')0,00 


C'a'h 

'.'Debits 


H.OOO 00 


The postings to the general ledger from the register were; 


De!>it Crf-iit 

Durinc the month— entries in Sundry .\eeoiints eolumns; 

Sundry lutcrc't rApen^e —account S2d5 'two cntric') $ 70,00 

Di'Count on Purchase' -account SlOt $ 40.00 

At the cud of the month: 

youchers Riyahle — account 2120 10, .'00.00 

Xotc; Payable -account 2130 _ I.'»,4SO.OO 

Total iK’-'tii’C' to ccncr.d Iclaer SI0,.57d<10 SI 5, .'>20.0(1 

Memo entry — not pV'tevi— bal.uicei,l by unposted entry in ra>h 

rcccijiti- biw'k . . . . 4,0.'0,00 


S15.»100 Sl.y.'>2'1.P0 

"NMien a voucher i=: paid by a note, notations should be made in 
the Date Paid and Check Number columns of the voucher rogi.ster, 
in the manner illustrated below: 

I D.ite ‘ t'hcck j 
i Pail Xo. I 

tXov. I X.PTtTj 

I i t 

These notations indicate that the voucher was paid by a note issued 
on November 1. and recorded in the notes payable rcayter. After 
the notations are made in the voucher register, a chock mark should 
Iv entered in the \ ' column of the notes payable regi.'ter. after the 
number of the vouchor paid. 
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Entries for the pa.yment of notes payable will be made m the 
cash disbursements book (or voucher register and cash disbursements 
book) m the usual way, with notations m the memorandum columns 
of the note register To facilitate posting to the controlling account, 
the book in which debits to Notes Payable are recorded should have 
a Notes Payable debit column 



CHAPTER 24 
Cash 

What is cash? Cash maj' be classified in the balance sheet as 
follows: 

Cash on hand. 

Ca.sh in bank. 

Cash on hand includes coin'--, paper money, checks, bank drafts, 
cashier’s checks, express money orders, and postal money orders. 

Cash in bank consists of demand deposits in checking accounts. 
Demand certificates of deposit may be classified as cash, but time 
certificates should not be so cta.ssificd. 

Internal check. Safeguarding the cash is only one element of a 
good sj'stem of internal check, but it is a very important element. 
An adequate internal check upon cash requires a control over both 
receipts and disbursements. The methods of effecting this control 
vary greatly in different organizations, and the system described 
below therefore should be understood to bo indicative of the objects 
to be attained, rather than a procedure to be invariably followed. 

Cash receipts. All cosh received should be deposited in the 
bank daily, so that the ca.shier will have no opportunity to ‘“borrow" 
it temporarily. 

Some receipts may come oi’cr Ihc counter as the proceeds of cash 
sales or as collections on account: other receipts may come throuch 
the mail. As to the cash received over the counter, prenumbered 
invoices should be made out for all cash sales, and it should be the 
duty of some person to see that the duplicates of these cash .«alcs 
invoices or tickets aarce with the recorded receipts, and that no 
invoices are missing and unaccounted for. Prenumbered receipts 
should be issued for all collections on account: if possible. the.<e 
receipts should be issued by some person other than the one who 
receives the cash: and a third employee should check the duplicates 
of the receipts against the cash record. All oier the counter receipts 
should be recorded on a c.ash register, if possible. 

The dangf'r of misappropriations of cash is reduced if the system 
of internal control makes collusion necessary to conecal an abslrat*- 
tinn of cash receipts. Therefore, the records of three pen-ons .should 
be required to agree, as indicated below: 

(1) All remittances received through the mail should go to an 
employee other than the cashier or bookkccjrer for listing 
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on an adding machme, this emplojee should also obtain 
the cash register readings so that his tape uill include the 
total receipts for the day After he has listed the mail 
receipts he mil turn the cash o\ er to the cashier and will 
send the remittance letters to the bookkeeper 

(2) The cashier will prepare the deposit tickets and will deposit 

the funds Smce all funds received should be deposited 
dailj , the total of the deposit tickets for the day should 
equal the total of the adding machine tape prepared by the 
first emplojee The cashier should either prepare each 
deposit ticket m duphcate, request the receiving teller at 
the bank to receipt the duphcate, and present the receipted 
duplicate to the first cmploj ee for comparison with his 
tape or he should present the pass book to this emplojee, 
who mil then compare the entry for the deposit mth the 
total of his tape 

(3) The bookkeeper will record the cash receipts from informa- 

tion «houn b\ the remittance letters, cash register tapes 
and other papers, the total recorded receipts for the das i 
as «hown bj the cash receipts book, should equal the fii«t 
emplo 3 ee’s tape and the cashier’s deposit 

With such a system of internal cheek, fraud cannot be practiced 
with the cash receipts and remam undetected e\en for a day, without 
the collusion of three persons The first emplojee has no access to 
the books and cannot falsifj the records to conceal a misappropna* 
tion, he cannot expect to withhold funds recened from debtors 
without detection, because the debtors mil receue statements or 
letters from the credit department and mil report their remittances 

If the cashier withholds any cash, his daily depo'^its will not agree 
with the first employee’s list or with the bookkeeper’s record of cash 
receipts made from the remittance letters and other sources of 
information The bookkeeper, havmg no access to the cash, has no 
opportunity to mi=appropnate anj of it, and therefore has no mcen 
live to falsifj his records unless he is participating m a three partj 
collasion 

Cash disbursements Smce all receipts are deposited daily in 
the bank, all disbursements must be made bj check The person 
authorized to agn checks should ha%e no authontj to make entnes 
in the cash book thus a fraudulent disbursement bj check could 
not be concealed without the collusion of two persons The col 
lusion of a third person can be made necessary 

(1) Either by requinng that all checks shall be signed by one 
person and countersigned by another, 
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(2) Or by installing the voucher S 3 'stem, allowing the checks to 
be signed by one person, but only upon authorization e\i- 
denced by a voucher signed b 3 ' some other person. 

All checks should be prenumbered. All spoiled, mutilated, or 
voided checks should be preserved. Some companies even go so far 
as to require that such checks be recorded in their proper sequence in 
the cash disbursements record, without entr 3 ’- in the mone 3 ' column, 
but vnth a notation to the effect that the check is void. 

Bank columns in the cash books. If all cash receipts arc de- 
posited daily and if all disbursements are made b 3 ’' cheek, the Cash 
columns of the cash books will serve as a record of the deposits in, 
and the withdrawals from, the bank. If several bank accounts are 
kept, the cash receipts book should be provided with as man\" col- 
umns as there are bank accounts. This book may then appear 
somewhat as shown on page 344. 

Instead of a single account vith Cash, there should be a separate 
account with each bank, and the monthl 3 ' totals of the Bank col- 
umns of the cash receipts record should be posted to the debit of the 
respective bank accounts. 

The cash disbursements book (check register) ma 3 " bo similarly 
ruled, in which case the Bank credit columns should be provided 
with subcolumns to show check numbers, as shown on page 344. 

Instead of a cash disbursements book with several bank columns, 
as in the illustration, a separate ca.sh disbursements book ma 3 ' be 
used for each bank. 

Pett}q or imprest, cash. In the discussion of the S 3 'stcm of inter- 
nal check on cash disbursements, the statement was made that all 
disbursements should bo made b 3 ' check. How is this possible when 
certain disbunsements of trifling amounts, for carfares and lunches, 
for instance, must be made in cash? Although such pett 3 ‘ disburse- 
ments ma 3 ' not acfualh' be made b 3 ’ check, their total can be repre- 
sented b)" checks b 3 " ojicrating a pctt 3 ' cash fund. The pett 3 ' cash 
fund, which is sometimes called the imprest fund, is operated ;is 
follow.s: 

(1) Establishment of fund: 

A check is drawn for a round amount {.$10.00, .$.50.00, or 
such an amount as will provide for petty disbursements 
for a reu.^onable time) and cashed. The cash is held 
in the office for use in making pett\' disbursements. 
The establishment of a fund of $25.00 is recorded b 3 ' 
entries indicated on page 345. 



Cash Receipts Book 
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Voucher register: 

Debit Petty Cash, credit Vouchers Payable; .S2o.0n. 

Cash disbursements booh: 

Debit 'S’ouchcrs Payable, credit Cash; $25.00. 

These entries record a transfer from one cash account to another; 
that is, from the general cash account to the petty cash account. 

(2) Disbursements from fund: 

Wlien e.xpenditures arc made out of the pottj* cash fund, 
receipts or other memorandums arc put into the petty 
cash "box to show what the money was spent for. In 
addition, memorandum entries may be made in a petty 
cash disbursements book, to show what accounts will be 
charged with the disbursements. Such a book might 
appear as follows: 


Petty Cash Book 


Date 

r) 

Freiuht 

In 

(5172) 

k 

i_ 

Freight i 
Out < 

(GOGl) 1 
i 

Adve^ti^^^c 

(GOTO) 

j 

Onico 

1 Sup!>iics 

1 (7011) 

Acet 

Xo. 

SrvpKY 

Amount 

19-1 

1 


1 

1 i 


1 i 

i 


! 

.Tul.Vj 

o 

1 

lo 

j 


! 1 



j 

1 


1 

lo; 

2 lo! 


' 1 

j * 




13' 


i ; 

) ' 

5 

,oo! 

' I 

COol 

‘ 200 


1C' 


l75 

1 • 


i 




20’ 

1* 

20 

4'00' 


! ; 

' 50 




2-!' 

200 

i;20' 

3 

00 

1 



1 


0,20 

7 3o^, 

soo: 

I'lS 


200 


This is a memorandum book. No postings are made from it. 

(3) Rcplcnislunent of fund: 

The petty cash book is totaled and ruled because the ex- 
penditures fwhich total $24.73) have nearly exhausted 
the fund, and it is necc.=sary to replenish it. It is re- 
plenished by a check for the c.xact amount of the ex- 
penditures: $24.73. The issuance of the check is 
recorded by the following entries; 

Voucher register: 

Debit the various c.xpense (or other) accounts .shown 
bv the pettv cash book, credit Vouchers Payable: 
$24.73. 

Ccslt di.d)urscmen(s booh: 

Debit Vouchers Ihayable. credit Casl): $24.73. 
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The expense accounts are delated when the fund is replenished 
and not when the petty disbur«rements are made Thus numerous 
small disbursements can be recorded by one entry m the voucher 
register 

The foregomg procedure may be summarized as follows 


EstabkshjneDt of fund 
Entrv for voucher 
Entrj for check 


Expense 

Vouchers Petty (orothe^ 

Payable Cash Cash Accounts 


|2a00 


2o00 


|2o00 


25 00j 


Du bursements from fund 

No entries other than memoranda 


Replenu hment of fund 
Entry for voucher 
Entrj for check 


24 73 


24 731 


124.73 


Ignonng the debits and credits to Vouchers Pajable, which offset 
one another we nia> state the procedure as follows 

Establishment of fund Debit Pettj Cash, credit Cash 
Replenishment for 

expenditures made Debit expen«e or other accounts credit 
Cash for the amount of the expenditures 

It will be noted that the only entry in the Petty Cash account « 
the one e»tablL=hmg the fund other entnes will be made m this 
account only if the fund is increased or permanently reduced The 
person in charge of the petty cash fund should always have cash or 
receipts in his box equal to the balance of the Petty Cash account 

TTie pett> cash fund should alwajs be replenished at the end of 
a penod before the statements are prepared and the books are closed 
so that the effect of expenditures from the petty cash fund will be 
reflected m the accounts 

Dealings with the bank This subject will be discussed imder the 
following captions 

Opemng a bank account 
Deposits 

Maintaimng a record of the bank balance 
hliscellaneous transactions 
Th«' bank’s statement to its depositor 
Reconcilmg the bank account 
Adju:>tments after the reconciliation 
PavToll bank account 
Dmdend bank account 



Ch. 24] 


CASH 


347 


Opening a bank account. ^Tien an account is opened at the 
bank, tiie persons authorized to draw checks against the account will 
be requested to sign, on cards furnished by the bank, the signatures 
which they udll use on checks. These signature cards u-ill be filed 
by the bank, so that a teller who may be unfamiliar v.dth a depositor’s 
signature can test the authenticity of a check drawn on his account, 
bj^ comparing the depositor’s signature on the card with the signa- 
ture on the check. 


conponATioN 


To CONTINENTAL ILLINOIS BANK AND TRUST COMPANY 

Vou Bro hereby AUthorired to charye to our account clJ ortSen or obllyaf Iona 
for payment of money drawn on or payable at, or which thail be paid or hon- 
ored by, your Bank, beortn? any of the eicnaturet below. You are aI»o author- 
ized to recognize any of said signatures in the transaction of ali other business 
for our account. 


Will Sign 

PnCSfDCMT 

Will S«g^ 

ViCG* 

PaCtSIOCNT 

WiLl. Sign 

Trcaburcr 

Will Sign 

SrCRCTARV 

Will Sign 

Asst 

Treasurcp 

Will Sicm 

Asst 

SCCnCrABV 

PIXASE SIGN FOOTNOTE 

It !• hereby certified that the above aignaturee ore the 
turcfl of 

duly authorized aigna- 


<TITCC or COn^^RATIOM) 


- 

ton OTHcn ornccp*) 

Date - 1 9 

OKIOlXAh 


Signature Card 

If the depositor is a corporation, the bank will request that the 
directors pass a resolution authorizing certain officers or employees 
of the corporation to sign checks, and that a copy of this resolution 
bo filed with the bank. This resolution is the bank's authorization 
for honoring checks signed by the representatives of the corporation 
so designated. 

Deposits. Deposits should bo accompanied by depo'^it tickets 
which describe the items deposited. Deposit tickets arc of various 
forms; an illustration appears on page 34S. 

The depositor may be furni.dicd witli a p.a«s book in which the 
bank teller can record deposits: the entries in the pa.'S book, 
initialed by the receiving teller, constitute receipts for the de]X)sits. 
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Or the depo itor maj prepare depo'=it tickets m duplicate, and the 
teller v.iU initial the carbon cop> and return it to the depositor as a 
receipt 

Maintaining a record of the bank balance Cash receipts and 
depo its are lecorded in the cash rec-'ipts book, and disbursements 
are recorded in the cash dis- 
bursements book At the end 
of the month, totals are posted 
from the tn o books to the bank 
account in the ledger, and the 
re'nilting balance m this account 
should shon the balance m the 
bank 

But, during the month, how 
can one ascertain the balance in 
the bank? The record maj be 
kept 

(1) On the stubs of the 
check book or 

(2) In a bank register 
A runmng record on the 

check book stub is shown on the 
opposite p-ige 

If man> cheeks are drawn, 
the computation of the bank 
balance after each deposit and 
each check is usuallj regarded as 
unnecessarj In 'some cases, un 
bound checks are used that 
carbon copies can be prepared 
and handed to the bookkeeper for his information m recording 
disbursements For either of the<« reason* it moj be expedient 
to ehxnmate the runmng record on the check book stubs, and keep 
a bank register which wiU not show the balance alter each depo-jit 
and each check, but will show the balance at the end of each daj 
The following is an illustration of a bank register 


BaiLi Register 


— 


1 IjR-T N iT10^»L i 

1 I’lIJaT briTE 


j Depo its |W ithdrawal-J 

1 llalanre | 

1 Dcpoj3 ! 

Withdrawal' 

1 Batanre 

10—- 

Julj 

30 

1 

2 

3 000 raj 2 4 soU 

1 4 oOO OO; 3 500 OOj 

I soooU 
■iS'aiod 

1 G5200(^ 

^ *» soo^ra' 

[ 4 000 00] 

3 638^00 
1 3 200 00] 

1 4 So0*00 

371200 
4ol*’00 
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This record is kept in the following way; 

Each day enter pencil totals of the day’s receipts (deposits') in 
the Bank debit columns in the cash receipts book (sec pnac 344) 
and enter these totals in the Deposits columns of the bank 
register. 

Similarly, enter, in pencil, daih' totals of the disbursements in the 
Bank credit columns of the cash disbursements book, nr civeck 
register (see page 344), 
and transfer these totals 
to the '\Yithdrawals col- 
umns of the bank register. 

Compute the resulting daily 
bank balances and enter 
them in the Balance col- 
umns of the bank reg- 
ister. 

Miscellaneous transactions. 

In addition to prondiug the 
services of a checking account, 
with its benefits of a safe de- 
positor}'' for funds and its con^’C- 
niences in making remittances 
by check, the bank renders cer- 
tain other ser\“ices to its cus- 
tomers wliich will be merely 
mentioned here •without dis- 
cussion since they have been 
con-unented upon in preceding 
chapters. The bank will: 

Through correspondent 
banks, collect sight drafts, 
notes and acceptances, or 
present time drafts to the 
drawees thereof for acceptance; tliis science may involve a 
collection fee. 

Sell cashier's checks or bank drafts to its customers for their u-e 
in making remittances to creditors who prefer not to accept 
pcrson.nl chocks; tlus service may involve an exchange fee. 

Loan funds to its customers by discounting their own notes pa}'- 
able or by discounting notes and acceptances receivable owned 
by them; this serxdce involves an interest or a discount 
charge. 



Check Book Stub 
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The bank statement. Once a month the bank Trill render a 
statement to the depositor and return the checks which it has paid 
and charged to his account The statement is usually a carbon 
copy of the bank’s account wath the depositor and shows the bal- 
ance at the beginning of the month, the deposits, the checks paid, 
other debits and credits durmg the month, and the balance at the 
end of the month A simple illustration of such a statement is 
shown on page 351 

The symbols on the statement require some explanation* 

N S F — On June 27 R M Walker Company rcceis ed a check for $63 95 
fromWm Bames, this check was included in the deposit of 
June 27 It was returned through the clearing hou^e to 
The White National Bank because Bames did not have a 
sufficient balance in his bank account to cover the check 
The 'WTute National Bank therefore charged it back to 
R M Walker Company 

When a returned check marked “N S F ” is received from the 
bank an entry should be made crediting Cash and debiting 
the party from whom the check was receded Such a 
check should not be regarded as cash, even if it is re 
deposited, until it has been paid by the maker, unless the 
bank gives credit for it at the time it is redeposited 

Ex — On June 5 the bank charged $ 10 exchange on a check included 

m the deposit of that date 

Col — On June 27 the bank credited the Walker Company with the 
proceeds of a note collected by the bank for the companj'’8 
account, and chaiged a collection fee of $ 25 

PS — (PajTnent stopped) — If the Walker Company received and 
deposited with The White National Bank a check from a 
customer who, for some reiKon, stopped pajinent on the 
check, the customer’s bank w ould refuse to pay it and w ould 
return it to The "WTiite National Bank, which w ould chaige 
it back to the accoimt of the Walker Company. 

S C — (Ser\ ice charge) — ^Because of the expense involved in handling 
checking accounts, banks cannot profitably handle accounts 
with small balances, therefore, thfej frequentlj make a 
service charge on accounts with balances averaging less 
than a certain mmimrim amount Instead of making a 
service charge if the balance falls below a minimum amount, 
manj banks now base the service charge on a number of 
factors such as the average balance of the account during 
the month, the n umb er of deposits made, and the number 
of checks ^awn 
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Vouchers Returned 


R. 11 . V/3.Iker Corr.pany, 

155 ’.Vest State Street, 

Chicago, Illinois. 

In Account wth THE WHITE NATIONAL BANK 


N.S.F. - Not sufficient funds 
Ex. - Exchange 
Col. - Collection 


Int. - Interest on daily balance 
P.S. - Paxnnent stopped 
S.C. - Sen.'ice charge 


Checks 


$ 100 . 00 / 

96.00^ 

.10 

75.00v' 150. SOv' 

59.75*' 

156 . 50 

84.20/ 

164 . 19 / 

7.25 / 

59.50 / 

600 . 55 V 
15.7 5 v' 19.50-' 
76.35 »' 

12.60 v' 


1. . o . " . oo . i': 


Please examine at once; if no errors are reported %vithin 
ten da>*s, the account ixTil be considered correct. 



Bank Statement 
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When the bank rendered thi«8 statement, it returned all paid 
checks to the depositor Accompan 5 ung the statement and the 
canceled checks, there were debit memoranda for all charges to the 
depositor not represented by checks, these included charges for 

Exchange 

Collection 

Check charged back (N S F ) 

Reconcilmg the bank account The balance showm by the bank 
statement rarely agrees with the balance shown by the depositor’s 
books Items may appear on the depositor’s books which have not 
yet been taken up on the bank’s books, such as. 

Outstanding checks — not presented to and paid by the bank 

Deposits not yet received by the bank — perhaps in transit in the 
mails 

Paper left with the bank and charged to the bank as a deposit, 
but taken by the bank for collection only and not credited to 
the depositor until collected 

Similarly, items may appear on the bank’s books which have not 
yet been taken up on the depositor’s books, such as 

Charges for collection and exchange 

Charges for checks returned N &> F Although the bank notifies 
the depositor immediately of such leturned checks, and also of 
checks returned because payment has been stopped, entries 
may not be made immediately on the depositor’s books 

Charges for protest fees 

If a company keeps funds on deposit in several banks, contra 
errors are sometimes made m the bank accounts on the depositor’s 
books Checks drawn against one bank account may be recorded 
as disbursements from another bank, and deposits in one bank may 
be charged to another bank The banks also occasionally make 
eriors by charging or crediting one customer n ith another customer s 
checks or deposits, particularly if the customers' names are similar 
For all these reasons the bank statement should be reconciled with 
the accounts as soon as possible after it has been received 

Illustration The procedure of reconciling the bank account will 
depend to some extent upon the system of accounting and internal 
check In some cases the bank statement will be checked against 
the record of deposits and checks shown by the check book stubs 
If all receipts are deposited daily, the deposits shown on the bank 
statement may be f*hecked agam^^t the cash receipts book 
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In this illustration. v,-e shall reconcile the June bank statement of 
R. IM. Walker Company {'pane ool) u-ith the cash books shov-m on 
pages 3.54 and 355. 

The bank account in the ledger appears as folloncs : 


The ’’JThite JTational 

lO" — '19 — i 

May 31 Balance o, 62,3 97 -Juno oO 

JuneoO .1.200 37 CRIt5 l/ 52 <'ao' i , 

5 . 25*33 I * 


CD 2 o 1 . 96*1 1.3 


Steps' in the rcconci'liniion. The procedure of reconcilinc the 
bank accotmt involves the folio u'ing steps: 


(1) Arrange in numerical order the canceled checks returned from 

the bank. 

(2) Refer to the reconciliation at the close of the preceding 

month: note the items which were outstanding at that 
date. The May 3 1st reconciliation appears below: 


Bank Reconctliation 
Hay 31, IS— 

Balarcc, per bank statcrrcr.t 
Add deposit not credited by baak 
T()tal 

Deilui-t ou'-standina: checks: 

ICS ' SlOnCOv' 

bio si.ao / 

Balance per bi;oiv.-. 


310.00 / 
S3, S to. [7 

I-*! 30 
S. 3 , 0 a .‘).07 


(S' 


Tliis reconciliation shows that $310.00 recorded by the 
company as a deposit in May had not been credited by the 
bank at the end of the month, and that checks for $100.00 
and $.$4.00 were outstanding. Reference to the bank 
statement on page odl shows that the deposit was credited 
by the bank on June 1. and that the checks were paid on 
June 1 and June 13. These items are now checked on the 
May 31st reconciliation and on the June oOth bank state- 
ment as follows: y' . The use of the special check mark 
is not essential, but it has the advantage of identifying the 
items as applicable to May. 

Sec whether the daily totals of receipts ''as shown by the cash 


receints book) attree vrith the entries in the Denosits col- 


urnr 


of the bank statement. Place check marks in the 


cash receipts book and in the Deposits coiumn of the hank 
statement beside the items which are m agreement. 

Make a list of unchecked receipts in the cash book: these 
renresent denosits no: taken up bv the bank. Bv 
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Cash Disburscmenfs Book 
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reference to the cash receipts book it will be noted 
that only one of the daily receipts is unchecked the 
S60 50 receipt of June 30 This is presumably a 
deposit m transit and must be taken into the bank 
reconciliation 

Make a list of any unchecked items m the Deposits col 
umn of the bank statement representing credits by 
the bank not taken up by the depositor It will be 
noted that there are no unchecked items in the 
Deposits column of the bank statement 

(4) Compare the returned checks (which have been sorted in 

numencal order) with the entries in the cash disbursements 
book Place a check mark m the cash disbursements book 
beside the entry for each check that has been returned bj 
the bank 

Make a list of unchecked items in the cash disbursements 
book these are outstanding checks By reference to 
page 355 it will be noted that only one entry is un 
checked the S300 00 check drawm on June 30 

Make a list of any charges by the bank as shown by the 
statement or by debit memos that do not appear in 
the cash disbursements book Such charges shown bj 
the bank <:tatement are 

Exchange % 10 

Collect on 2o 

K S F check returned 63 95 

(5) Prepare the reconciliation statement as follows 

Bank Reconc Latioa 
June 30 19— 


Balance per books 

83 290 37 

Deduct bank s charges noton the books 


Exchange 

8 10 

Collect on 

•>5 

N S F check — ^Wm Barnes 

63 95 64 30 

Adjusted balance 

83 226 07 

Balance per bank statement 

$3 465 57 

Adddepos t not taken up by the bank 

60 50 

Total 

83 07 

Deduct outstand ng checks 


146 

300 00 

Adjusted balance (as above) 

83 226 07 


This form of bank reconcihation is preferable to the one shown 
on page 353 “ince it reconciles both the balance per books and the 
balance per bank statement to the correct balance 
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Adjustments after reconciliation. The bank reconciliation dis- 
closes the fact that the bank has made certain debits to the dcfwsi- 
tor’s account which have not been taken up on the depositor’s books. 
To take up these items, the company should debit Collection and 
Exchange ?.35. debit 'William Barnes §03. 9.5, and credit Cash §04.30. 

Payroll bank account. If a company pays a large number of 
employees by check, it is desirable to open a special payToli bank 
account. At each pay* date a voucher is prepared for the total 
payroll, and a check on the regular bank account is drawn and de- 
posited in the pay'roll bank account. Individual checks for the 
employees arc then drawn on tliis special accomit, which is thus 
immediately e.xhausted. If the paynoll account and the general 
account are kept in the same bank, difi’erent colored checks should 
be used. 

Tliis procedure has several advantages. In the first place, one 
voucher against the general bank account can be draum for the 
entire payroll; the checks on the payroll account can be drawn with- 
out vouchers. In the second place, the ofBccr authorized to sign 
chccl-cs on the general bank account can be relieved of the work of 
signing numerous payroll checks; these can be signed by some other 
employee. In the third place, the general bank account can be 
reconciled without cluttering the reconciliation statement with all 
the outstanding paynoll checks. .And, in the fourth place, the labor 
of recording the payroll disbursements is reduced; instead of record- 
ing all payroll checks in the cash disbursements book, check numbers 
may be entered in a payroll record. 

The payment of the payToll is recorded as follows; 

jNIakc a voucher register entry, debiting Pay*roll Bank .Iccount 
and crediting Vouchers Payable, for the total payroll 
(§1.92.5.00). ^ 

Dra,w a check on the general bank account for the total payroll : 
deposit thb check in the special payToll bank account. 

Make a cash disbursements book entry, debiting Vouchers 
Payable and crediting Cash. §1.925.00. 

Make a journal entry as follows; 

Salcsrr.cn’s SaLiries 47o.00 

Oiiicc S.iLiri".'' .yjO-OO 

Oiiict’r-' Salancs . . I.IOO.CO 

PavToIl -Xcenur.'. l.CeS.OO 

D:jtriba'.! 0 :i pc." iMyrcI'i record. 

Instead of making and posting a journal entry, the pay-roll 
record may bo drawn up m such a form that postings to the various 
o.xponse accounts and the Payroll B.ank .Account can bo made 
directly from it. 
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When the statement of the payroJl bank account is returned from 
the bank, the canceled checks are arranged in numerical order and 
checked off against the check numbers on the payroll record The 
unchecked items will represent outstanding checks, and usually will 
be the only items to be taken into consideration m reconciling the 
pa3Toll bank account 

Dividend bank accoimt If a company has a large number of 
stockholders, a special bank account may be used for the payment of 
dividends A voucher for the total amount of the dividend mil be 
prepared, and a check for that amount w ill be drawn and deposited 
m this special bank account Checks payable to the mdividua] 
stockholders will be drawn on this account 


CHAPTER 25 

Accounts Receivable. Inventories. Reserves. 
Alternative Methods of Accounting for 
Purchase Discounts and Deferred Items 

Accounts Receivable 

Accounts receivable and payable with same party. If goods are 
purchased from and sold to the same party, it is adnsable to keep 
two accounts: one in the accounts receivable ledger, thus: 

Janes Smith 


Date ; 

Explanation Folio' Debit j 

Credit i Balance 

J 

Sept.' ol 

St[ 500 ‘oo! 

j OOO’OO 

112] 

CRlj . 1 

500 ,00^ ! 

and another in 

the accounts payable ledger, thus : 



James Smith 

Date ) Explanation Folio’ Debit , Credit I Balance 


10- ; 

' 

1 , 

1 1 

, 

Sopt.;^7j .... 

PF 

... CDl' 

! i 

200 00. 

375 00; 

’ 1 
. i 

375 ‘00 
175 00 


If a voucher system is used, the receivable from Smith will be 
shown in the accounts receivable ledger, and the liability udll be 
recorded m the voucher register. 

Ledger headings. The headings of the ledger sheets or cards 
used for accounts receivable usually are provided tvith spaces in 
which to enter certain gener.il information relating to the debtor 
which may bo useful for credit or sales purposes. The data will vary 
in different businesses, but may include the follotnng: 

Sheet No. Xarac 

Rating -A-ddress 

Credit Limit 

Salesman Business 

The Sheet Number space is needed on active accounts extending 
over several pages kept in .a loose-leaf binder: if the current sheet is 
number 7. it is known that six other sheets must be found, either in 
the current binder or the tnansfer binder, to include the entire 
.nixtount. 
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The Rating ppace is used to gbow the credit rating gii cn tti» 
cu-tom'^r by rating agencie®, such as Dun <L Brad-treet, Inc. 

The Credit Limit space ehorra the maximum amount fixed bj th^ 
credit department. 

The- Falf^-man’s nam*" may be de=ired on the account so that the 
Fale=: mnnacer can see whether the salesman appears to be neglecting 
his f-a’fc- opportumtj mth the ca^tomer, and so that the credit and 
coile* tion department can see which salesmen are m a Vin g sale'! on 
account- that become delinquent. 

Account and statement at one impression. Many coneems w Inch 
inaLc a practice of sending monthly statements to their customers 
use b'yjLLeepmg machines to keep their accounts reeenable. Fuch 
maf can be u^ to the entnes and compute and enter the 
balan c after each entrj The thr^-column ledger ruling with 
dr bit 'rcdit, and balance columns is generally ti-ed with these 
machine' 

At the besdnnmg of the month, a statement form 1 % inserted in 
the binder ith each customer s ledger sheet. When an entr)' is to 
b® JXK.ordc*d, the account and the statement are put mto the machine, 
with a arbon between, so that the ledger account and the statement 
are duplicate* At the end of the month, the statement i» remoied 
from th® bmdr r and mailed to the cnislomer 

Checking and lettering entries. The checking, lettering, and 
ruling </ personal ac'^unU are di«cus>ed id Chapter 0 Accounts 
inth Balance columns are not ruled, becau-se th® absence of a balance 
m th® Balance column shows that the account is closed 

The following iHuitration 'hows how entnes in accounts with 
Balance columns maj be checked and lettered to indicate oSsettmg 
items 
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The components of the -S775.00 balance of this account can be 
quickly ascertained. The checked items can be ignored: they repre- 


sent offsetting items which do not enter into the balance. The 
balance consists of : 

(a) Scptcra}>cr 1.5 debit .. .$2.30.00 

(b) November 7 debit S2.30.00 

Lc 5-3 credit of November 10 applicable to it. 100.00 150.00 

(h) November 1 1 debit . .07.3.00 

Total . S77.3.00 


C.O.D. sales. Sales made on C.O.D. terms may be recorded in 
the sale.^ book in the usual wa\% but a notation should be made show- 
ing that the terms are C.O.D. This can be done by merely writing 
C.O.D. after the name of the customer. From that point, custom 
varies. Three methods of procedure may be mentioned : 

(1) The debtor’s account is kept in its regular alphabetical posi- 

tion in the subsidiary accounts receivable ledger, with a 
notation in the heading of the account indicating that the 
customer is on a C.O D. basis. 

(2) The accounts of all cu.==tomers who are on a C.O.D. basis are 

grouped together in one place in the ledger, where they can 
be more closely watched. 

(3) Instead of keeping accounts with the debtors, the bookkeeper 

po.sts the amounts of all C.O.D. sales to a C.O.D. account.-; 
receivable rcgi.ster. TMien the collection i.^; received, it i.s 
recorded in the cash receipts book in the usual manner, and 
the date of the collection i.« entered in the Date Collected 
column of the register. .Such a register follows: 


C.O.D. Accounts Receivable Register 


ilnvoii’o' 
i No. 

Ca-tomcr 

.Vd irc-:s 

• .Amount 


. 13>7 

.1. M. Whito 

0-!>>rnc, lo-m 

.30 130 

) 

.! ur 0 5 

1173 

R. C. Luthrr 

Dru-ton, ^^i^n 

75 O'' 


I Iv'J 

J V. Riltc’- 

0!i;ih.int, Tenu. 

; coro 



The open items in the register (that is, the entries with no 
notation.-; in the Date Collected column) repre.-ent un- 
collected charge-’: in balancing the subsidiar}’ record- 
against the accounts receivable controlling account, the 
bookkeeper must include the open items in the register 
n-ith the b.alances in the subsidiarj- ledger. 

Reserves against receivables. Tlie accounts receh-able and the 
note.-; receivable should be valued in the balance sheet at the tot.al 
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thereof, less certain reserves A reserve for bad debts should almost 
always be provided, and sometimes there should also be reserves for 
returned sales and allowances, freight, and cash discounts 

Estimating the reserve for bad debts Three methods of esti 
mating the amount to be credited to the reserv e for bad debts will 
be described 

(1) Percentage of recewahles 

Assume that a company has accounts receiv able of $40,000 00 
and a reserve balance (resulting from former credits) of 
$1,000 00 Assume, also, that the company’s experience 
shows that about 8% of the accounts on the books at 

• any time wll prove uncollectible Then the total loss may 
be estimated at 8% of $40,000 00, or 83,200 00 Since the 
reserte already has a credit balance of 81,000 00, only 
$2,200 00 need be added to the reserve, this may be done 
by the following journal entry 

Bad Debts 2 200 00 

Reserve for Bad Debts 2 200 00 

To increase the reserve to the total estimated loss 

{S) Percentage of tales 

It is somewhat difficult to obtain experience data with re- 
spect to the ratio of losses to the accounts receivable It is 
easier to determine the ratio of the bad debt losses of each 
year to the sales for the year, and therefore this ratio is 
more frequently used m estimating the bad debt losses 
This method was described in Chapter 12 
(3) Agmg ike receivables 

This method was mentioned m Chapter 12, but the procedure 
was not described in detail 

The schedule of the accounts receivable ledger is drawn off 
on columnar paper, with columns headed to indicate 
various ages, such as I to SO days, SI to 60 days 61 to 
90 days, 91 days to 6 months, and Over 6 months The 
balance of each debtor’s account is analj zed to determine 
the age of the component elements, and the aging schedule 
is filled out by entnes such as the following (which is based 
on the account with J H Boyce on page 360) 


AccouqIs Receivable Agings November SO, 19 — 


Name 

1 lotal 

1 30 
Days 

31-60 

Days 

ei-90 

91 Days to 
6 Months 

j Over 6 
Months 

J H Boyce 

1 775 00 




1 

I 1 
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By reference to Boj’cc's account on page 360, it is seen that 
the method of lettering and checking the entries in the 
accounts receivable is verj- helpful in preparing the aging 
schedule. 

There arc four unchecked items in the account, and these are, 
therefore, the only ones which enter into the balance: 
these items arc: 


Dale 

19— 

Sept. 15 
Nov. 7. . . 
11 ... 
IG.... 


Debit Credit 


(a) S2.j0.00 

(g) 2,50.00 

(h) 375.00 

(g) SI 00.00 


The $775.00 balance in the account consists of the $250.00 
September item (which was between 61 and 90 day.'? old 
on November 30), and two November debits and one 
November credit in a net amount of $525.00 (which was 
between 1 and 30 days old on November 30). 

After all the balances have been aged, the columns are totaled 
and the reserve is estimated on the basis of the total 
amounts of various ages. Supplementary information 
must also be considered: some accounts which are not old 
may be of doubtful collectibility, whereas there may bo 
good reason to believe that accounts long past due will be 
collected. 


Writing off bad accounts. Blien an account is finally regarded 
as uncollectible, it should be written off by an entrj' similar to the 
following: 

Reserve for B.-id Det)(s 75.00 

P. K. Lane 75.00 

To write off tlic uncollectible nccount. 


Recoveries. Assume that the merchant was mistaken about 
Lane's account and that it was finally collected. Since the entry 
jvriting off the account against the reserve was an error, it should be 
reversed by the following entry: 

P. K. Lnnc . 75.00 

Kc'cri'c for Bnd Debt.'; . . . 75.00 

To reverse entrj' writing oil Lane’s nceount. 

The cash collection will then be recorded in the cash book by an 
entry debiting Cash and crediting Lane. 

The proper treatment of partial collections on nrif ten-off ac- 
counts is somewhat more difficult to detcjtnine because it depends 
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upon the probability of further collections To illustrate, assume 
that, after Lane’s account was wntten off, he paid $30 00 

If this collection and other fact's indicate that the account maj 
be collected m full, the entnes should be 

In the journal Debit Lane, credit Reserve for Bad Debts 
$75 00 

In the cash book Debit Cash, credit Lane $30 00 

If no more collections are expected, the entnes should be 

In the journal Debit Lane, credit Reserv e for Bad Debts 
$30 00 

In the cash book Debit Cash, credit Lane $30 00 

Reserves for returns and allowances, cash discounts, and freight 
Let us assume that a company has total accounts receivable of 
$20 000 00 on December 31, and has provided a reserve of $1,000 00 
for bad debts This reserve may be an adequate pro\asion for bad 
debt losses but it does not necessarily follow that the companj will 
collect $19,000 00 from the accounts Customers may demand 
credits for returned merchandise and allowances on defective goods 
many of the debtors will take the cash discounts to which thev are 
entitled and, if the goods are sold on terms which require the cus 
tomera to pay the freight but allow them to deduct such payments 
in remitting for the merchandise, deductions will be taken for such 
freight 

Theoretically, all these prospective deductions should be pro- 
vided for by reserves, so that the accounts receivable will be stated 
in the balance sheet at the estimated net amount which will be col 
lected after allowing all such deductions However, reserves for 
returns and allowances, cash discounts, and freight are rarely 
provided 

Discounts on returned sales Assume that a customer buys an 
invoice of $1,000 00 subject to a 2% discount, and that he pays the 
invoice within the discount penod with a check for $980 00 Sub 
sequently he returns one tenth of the goods, which had been billed 
to him at $100 00 and which were paid for at the net amount of 
$98 00 Should he receive credit for $100 00 or $98 00’ 

Although this is largely a matter of policy, it would seem that the 
credit should be $98 00 if he is to be reimbursed m cash, and $100 00 
if the credit is to bo traded out The reasomng may be made clearer 
by assuming that the entire mvoice is returned Allowing a credit 
of $1,000 00 to be repaid in cash would open the way to abuses of 
the cash discount privilege, whereas allowung a credit of only $980 00 
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payable in merchandise would cause the customer to lose the benefit 
of having paid his bill within the discount period. 

Freight paid and discoimt taken by customer. Assmne that a 
customer buys an invoice of merchandise amounting to 61,000.00. 
He is to pay the freight, which amounts to 640.00, and is allowed to 
deduct it in remitting for the merchandise: he is also allowed a 
2^c discount for cash within 10 days. Should the '2^c discount be 
ba.'cd on the 61,000.00 invoice, or on this amount less the -640.00 
freight? 

The discount should be based on the full amount of the invoice, 
because the easterner is pajdng the freight for the seller, and is 
entitled to a cash discount for the funds so used. The settlement 
should, therefore, be made as follows: 


Invoice 

Deduct: Freight 

Discount — ‘2''c of $1,000.00 
Met araount of remittance. . . . 


S 1,000.00 

siooo 

20.00 r . 0.00 

$040 00 


Accounts receivable in the balance sheet. The amount shown 
under the Current -Asset caption as .Accounts Receivable (without 
any further description) should include only amounts receivable on 
open account from trade debtors. Accounts receivable from stock- 
holders, ofticors, or employees should be shonm separately in the 
balance sheet tmless the receivables arose from sales and are collect- 
ible in accordance with the company's regular terms; accounts with 
such indinduals for loans or other advances should be shown under 
the caption of Other .Assets, thus; 


Other .Assets: 

.Accounts Receivable from Officers and Employees 

Red balances in subsidiary ledgers. The indi%'idual accounts in 
the accounts receivable ledger normally have debit balances; some 
accounts may run into credit balances because of ovcrpajinents. 
credits for returns and allowa.nces after pajTnent of the account in 
full, or for other reasons. Such credit balances may be entered in 
the accounts in red clearly to distinguish them from the debit 
balances; and for this reason they are sometimes called red balances 
even though written in black ink ndth a notation Cr. after them. 

.Assume that the debit bal.ance in the .Accounts Receivable con- 
trolling account is 66,325.00, which represents the follotving b.aiances 
in the subsidiary ledger: 


Debit baljinctrs. . . . 
Credit balances 
Net debit 


$>3,500 00 
175.03 
. $'1,325.00 
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The controlbng account balance of S6,325 00 should not be used 
in the balance sheet, instead, the total debit balances and the total 
credit balances in the subsidiary ledger should be shown, thus 

Current Assets Current Liabilities 

Aeccfunts Keceivablc $6 50000 Credit Balances in CuTtomer^ 

Accounts S17500 

Similarly, if the subsidiary accounts payable ledger contains 
some debit balance'^, the balance sheet should not show the balance 
of the controlling account but should show the total credit balances 
and the total debit balances of the subsidiarj ledger, thus 

Current Assets Current Liabilities 

Debit Balances m Suppliers Accounts Paj able S7 800 00 

Accounts $13o00 

Co nsignm ents A consignment is a shipment of merchandise 
from the owner (called the consignor) to another party (called the 
consignee) who becomes a selhng agent of the owner 

A person may be willing to accept goods on consignment although 
he would not be wilhng to purchase them 

(1) Because of market fluctuations In the produce field, for 

instance, market pnces are subject to sudden fluctuations 
To a\oid the nsk involved m quoting prices several dajs 
before recei%'ing the goods, commission merchants take the 
goods on consignment and sell them at the current pnces 

(2) Because of the nsk of tjnng up capital m unsalable merchan 

dise If merchandise is purchased, it must be paid for in 
accordance with the credit terms but if the goods are 
accepted on consignment, there is no obhgation to remit 
for them unless they are sold 

The owner of the merchandise may 

(1) Prefer to ship goods on consignment rather than sell them, 

m order to a\ oid credit risks goods consigned to a person 
who becomes insolvent can be recovered bj the con- 
signor goods sold cannot ordinanly be recov ered 

(2) Place goods on consignment to introduce a new product 

which distnbutors are unwilling to purchase 

Since the title to consigned goods remains with the consignor, a 
consignment is not a sale Therefore 

(1) No profit should be taken by the consignor at the time of 
making the shipment, nothing has happened except a 
change in the location of the consignor’s merchandise 
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(2) The consignor should not have an account receivable from 

the consignee on his books unless the consignee has sold 
consigned merchandise and postponed remitting for it. 

(3) TiTten a balance sheet, is prepared by the consignor, the con- 

signed goods should be included in his inventor}’. In 
accordance with the cost principle, the cost of the mer- 
chandise on consignment can properly include the ex- 
penditures made in transporting the goods to the consignee. 

Records of consignments ma}' be kept by a coitsignor as follows : 

TF/ica goods arc shipped on consignment: 

Assume that goods which cost A Companj' .S400.00 are 
shipped to Z Company on consignment. A Company 
makes a memorandum journal entry, as follows: 

Consicnincnt Out — Z Companj- . . ‘100.00 

CoiV’isnmpiit . . . -lOO.OO 

TT7ica transportation charges arc paid by the consignor: 

CouMcninpiit Out ^ — Z romp-inv 15.00 

‘ 1.5.00 

If the books are closed and a balance sheet is prepared by 
the consignor at this point, he will include the .$400.00 cost 
of goods on consignment in the entry debiting Inventory 
and crediting Profit and Loss; the .$1.7.00 excess of the 
debit balance in the Consignment Out account over the 
.$400.00 credit balance in Consignment Sales account will 
be included in the inventory valuation shomi in the 
balance sheet. 

When the consignee sells the goods and remits the proceeds to the 

consignor: 

Assume that the consignee sells the goods for $600.00, de- 
ducts a commission of .$00.00, and remits the proceeds of 
.$.510.00 to the consignor. 

The consignor will close out the memorandum accounts by- 
the following entry: 


Con>iKnmcnt S.olcs . -100 00 

Fn'ichl Out . 1,5.00 

O'li^isnmcrit Out — Z Comp-iny . 115.00 

And will make the following entry to record the sale: 

C.a-li 510 00 

510 00 
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Inventories 

The cost prjiciple The cost principle requires that inventone* 
shall not be valued at more than cost Some typical instances of 
the violation of this principle are given below 

A man orgamzed a company to make a hog cholera serum In 
a few weeks he made the statement that he had already made 
SI, 200 00 on his investment, that being the difference between what 
the serum cost and the price at which he had taken orders for his 
entire stock which we will ship Monday ” In other words Jie 
belie\ed that he was entitled to value his mventorv at the ‘=elling 
price instead of the cost particularly since he had unfilled orders for 
his entire stock He was violating the cost pnnciple, and anticipat 
ing a profit — a profit which he nev er realized because, ov er the week 
end the refrigerating sjstem went out of commission and the entire 
inventory spoiled 

A manufacturer produced an article which went through four 
processes before it was completed each process required a separate 
department under the direction of a superintendent As an induce 
ment to the four superintendents the manufacturer established a 
bonus system whereby each supenntendent was to receive a per 
centage of what the manufacturer called ‘ the manufacturing profit ' 
This was the difference between the manufacturing cost for each 
process and the price which would have been paid to an out«ider 
This manufacturing profit, which was not a profit but a saving 
was computed in the manner illustrated below 


If purchased from outsiders 

First 

Process 

Second 

Process 

Third 

Process 

Fourth 

Process 

Price after completion of process 

$2 00 

$3 00 

$4 00 

$o00 

Pnce after preceding process 

— 

200 

300 

400 

Pnce foi process 

When manufactured 

(a) $200 

$ITO 

$100 

$100 

Cost after completion of process 

$1 60 

$2 35 

$3 03 

$3 84 

Cost after preceding process 

— 

1 60 

235 

303 

Cost for process 

(b) $160 

$ 75 

$ 68 

$ 81 

Saving on each process 

(a - b) $ 40 

$ 2o 

$ 32 

S 19 


No objection can be rai«ed to an incentive program of this kind 
and it could have been operated without any violation of accounting 
pnnciples, if the mventones had been valued at manufacturing cost 
But they were valued at the theoretical purchase price, and the 
difference between this price and the actual cost was regarded as a 
profit Thus, after the first process was completed the goods in 
process were inventoried at $2 00 instead of at the $1 60 cost, and a 
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"profit” of $.40 was recorded. A similar "profit” was taken after 
each process was completed. "When the goods were finished, they 
were inventoried at the theoretical .So. 00 purchase price, instead of 
at the S3.S4 cost, and the Sl.lG saxdng had been recorded in the 
accounts as a profit. 

A company was organized to develop a real estate subdivi- 
sion. Capital stock was issued and land was purchased at a co^t of 
8100,000.00. It was decided to make no sales for five years, since 
it was believed that land values would materially increase. Each 
year the company made an entry debiting the Land account and 
crediting Surplus .$5,000.00, on the theory that it was entitled to 
earn interest on the funds which were tied up in its inventory of land. 
The cost principle was violated and a profit was anticipated. 

During World War II a group of ])h 3 '’sicians organized a compaiyv 
to market vitamins, which were then much in demand. Thej' found 
that, because of the competition, their best method of marketing the 
product was to ship the Wtamins on a consignment basis to factoric.«, 
for distribution to their cmploj-ees. The company's accountant 
knew enough about accounting to be aware that the consignments 
should not be recorded as sales, but not enough to know that no 
profit should be taken. Therefore, he recorded the consignment 
shipments as follows; 

Goods on Considiimcnt .... 100.00 

Finished Goods 7500 

Profit on Consignments 25.00 

and included this "profit” in his operating statement. TMien the 
goods on consignment had accumulated to the point where the com- 
pany was short of working capital and it was nece-ssarj' to borrow 
monej", the stockholders (wondering win' so profitable a company' 
would have to ask for a bank loan) had a public accountant make an 
investigation, and discovered the fictitious nature of their "profits.” 

Cost or market. The cost principle requires that inventories 
shall not be valued at more than co.st, but it maj’ be permissible and 
proper to value them at less than cost. In fact, it h.a-s long been 
recognized that the conservative basis for the valuation of inven- 
tories is cost or Diorkcl, u'liichcvcr is hirer. 

A.‘:sume that mcrchandLc on hand cost 81,000.00, and that the 
market purchase price has risen to 81,200.00: the inventorj’ should 
be valued at cost, 81,000.00. V.aluing it at 81,200.00 would antici- 
))ate a profit bj- writing up an a.'^^ct. 

If the merchandise cost 81,000.00 and the market purclmse price 
has decreased to 8800.00, the inventor^’ should lx; valued at 8800.00. 
This is done on the thcor 3 ' that, since what cost 81,000.00 could now 
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be bought for $800 00, part of the $1,000 00 cost has been lost Or 
it may be stated this way Since purchase pnces have declined 
selling pnces presumably will decline also and thus cause a reduction 
in profit, if the inventory is pnced at cost, the profits of a future 
period will be reduced but smce the reduction in profits was caused 
by a decline in market pnces during the current period, it is the 
profits of the current penod which should be reduced, the profits 
of the current penod are reduced by valuing the inventory at the 
reduced market purchase pnce 

In applying the cost or market rule, each item in the inventory 
should be dealt with mdividuallv, thus 

Inventory 

Cost Market Value 
Commodity A $500 00 $460 00 $460 00 

Commodity B 750 00 82o 00 750 00 

Effect of cost or market rule on gross profits Although the cost 
or market rule is a conservative one, and is generally accepted, the 
application of the rule misstates the gross profit of a penod in which 
the market nurchase prices decline 

To illustrate, assume that a company buys goods at a cost of 
8X0,000 00 and sells one half of them for 87,500 00 The true gross 
profit IS determined as follows 

Sales $7 500 00 

Less CostofGoodsSold (Hof $10 000 00^ S 000 00 

Gross Profit on Sales $2 500 00 

But assume that the mtentory valuation of the remaining half 
at the lower of cost or market is only 84,000 00 The profit and loss 
statem'=‘nt would usually be prepared thus 

Sales 

Less Cost of Goods Sold 
Purchases 

Less Inventory at End of Period 
Gross Profit on Sales 

A correct statement of facts would be 

Sales $7,500 00 

Less Cost of Goods Sold 

Purchases $10 000 00 

Leas Inventory — at Cost 5 000 00 5 000 00 

Gross Profit on Sales $2 500 00 

Less Decline in Mar! et\ alueof Inventory 1 000 00 

Gross Profit Less Inventory Valuation Adji^ment $1 500 00 

But to prepare a statement in the latter form illustrated, it would 
be necessary to value the inventory at both the cost (85,000 00) and 


$7 500 00 

$10 000 00 
4 000 00 6 000 00 

$1 500 00 
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the lower of cost or market ($4,000.00) in order to determine the 
shrinkage* Computing the valuation of the inventor}- on two bases 
would involve so touch work that it is usually regarded as im- 
practicable. 

Inventory cofet Of items purchased at different prices. Suppose 
that a company made the following purchases of a certain com- 
modity: 

1,000 units at .?G.0O. 

1,000 units at 7.00. 

SOO units at S.OO. 

The inventor}- contains 1,200 units. What did they cost? 
Three bases of determining cost are in somewhat common use: 

(1) Specific identification. If the goods on hand can be identified 

as pertaining to specific purchases, they may be inven- 
toried at the costs shown by the invoices. Assume, for 
instance, that the inventory consists of 100 units of the 
first purchase. 500 units of the second purchase, and 600 
units of the third purchase; the total cost could be com- 
puted thus: 

100 units at SG.OO S 600.00 

600 units at 7.00 3,500.00 

COO units at S.OO 4.800 00 

SS.POO.OO 

(2) Firsd-in.Jirst-oul. This procedure is based on the assumption 

that the first goods purchased are the first to be sold, and 
that the goods wliich remain are of the last purchtises. 
Tlie 1.200 units would be valued as follows: 

SOO units at SS.OO (la?* purch-aic) $0,400.00 

>100 units at 7.00 (next to last purchase) 2.WIO 00 

S9,-200 00 

This procedure, called the fifo (initial letters of first-in, first- 
out) method, is the one in most common use. 

(5) Lai~t~in,firsl~<nd. Under this method the goods on hand are 
assumed to bo those acquired by the earliest purchases. 
The 1.200 units would be valued as follows: 

1.000 unit> at S6 00 ifirst purch-U-c'- . . SG.OOO 00 

‘200 unit^ a* 7.00 q'rom second pu-cha^el 1. !ivi QTI 

S7.4<T;~ i(}J 

Tlii'^ method is called the life method. It will be ebsen-ed 
that, on a rising market, this procedure result'? in a lower 
inventory valuation than the first-in. first-out method, and 
its advocates defend it on the ground of conservatism. 
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Procedure of inventory ta king There is no universal procedure 
for taking an inventorv Probabl> the simplest procedure is as 
follow® Two people work m a team, one person counts, weighs, or 
otherwise measures the merchandise and calls the de«cnptioas and 
quantities to the other person, who writes them on mv entory sheets 
Prices are then entered on the sheets, extensions are made by 
multiplvmg quantities by pnees, and the sheets are footed 

Although this Ls a simple procedure, it does not provide safe- 
guards against errors, because the work of one person is not checked 
by ®ome other person There are several ways of providmg such 
safeguards One such procedure is described below, it is a method 
which might be used m a retail de- 
partment store 

A team of two persons is as- 
signed to a department, a section, or 
some other umt of space Each 
team is provided with nrenumbered, 
two-part, perforated inventory tags 
which may be printed as illustrated 
at the left 

Each team is furnished with at 
least as many tags as the number 
of different classes of articles the 
team will inventory 

Each member of the team takes 
a complete mv entory of the stock 
assigned to the team One mem 
her of the team takes the tags and 
goes through the stock systemati 
cally, inventorying each class of 
merchandise, and cntenng the data 
for each clas® on the top section of 
the tag, which may then appear as 
shown on the following page 
The “Description” space is used if the article does not have 
an identifying number The “Taken by” hne may show the 
person’s imtials or his clock number The person who fills out 
the top section of the tag leaves the entire tag with the mer 
chandise 

The second member of the team follows the first member, takes 
an mdependent mv entory , and filk out the bottom section of the tag, 
he watches for anv merchandise which the first member may have 
overlooked and leav es the tags with the merchandise 
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After both members of the team have completed the inventory 
taking, they (or some third party) should go through the stock again 
to be sure that nothing has been 
omitted, and that the two sections 
of each tag are in agreement. The 
bottom section of each tag is then 
detached; the top section of the 
tag is left with the merchandise. 

The bottom sections are sorted 
in numerical order, and are sent 
to the accounting office. Any un- 
used tags are sent with them, for 
purposes of control; if any tags 
are missing, they should be found, 
since they may contain data 
applicable to inventoried goods. 

After the accounting depart- 
ment has determined that all pre- 
numbered tags have been accounted for, the tags are sorted by 
article number. This is necessary because the same kind of mer- 
chandise may bo in several locations; for instance, the main depart- 
ment. the basement department, the display windows, the storeroom, 
and the receiving room. After the tags have been thus a-'^scmbled, 
the data shown by them are entered on inventory sheets as 
follows: 


Tag N’o loi 

Depirt.ncnt No it? /? 

Article 

Number £2 

Desenplion 

Otiantity I Z. 

Taken bv 

Pnee 


INVENTORY 
December 31, 10 — 


Department No. ^ 


Sheet No L 


Article No 

Tag No. 

Unit of 
Mc-o^urement 

{ Qumtity , „ 

! Del,nil ; Total s 

.Vmount 

» 07 

101 

Do’. 

1 ! 


1 OS 

102 

Pr. 

i S 

1 

^ OS 

^ OS 

i *• 

504 

410 

it 

tt 

J ol OO 1 

? 

i 1 

i 1 


The inventory' sheet show.'; that No. 9S articles are in three 
locations, as indicated by the tag numbers. The total is entered 
so that the tot.nl inventory' valuation of all articles of this 
number c.nn be computed by one multiplication and shown in one 
amount 


374 INVENTORIES [Ch is 

You will remember that the top half of the tag was left with the 
merchandise This was done for two purposes 

(1) As an aid m the pncing of the inventory The inventory 

should be priced at the lower of cost or market, with 
markdowns on merchandise which is shopworn, out of 
style, or to be placed on sale at reduced selling prices An 
inspection of the merchandise will aid the buyer or depart- 
ment head in reaching decisions as to the pnemg of the 
goods On the day following the taking of the m\ entory, 
he will inspect the merchandise, remove the top sections 
of the tags, make notations on the back of the tag if the 
goods are to be inventoried at a price lower than either 
cost or market (stating the reasons therefor) and enter the 
inventory prices on the tags Cost prices may be ob- 
tained from coded costs shown on the merchandise, or from 
purchase invoices, market prices can be obtained from 
current quotations markdowns will be based on judgment 

(2) To provide a further check against the omission of any goods 

from the inventory This is accomplished by (a) giving 
all salespersons instructions to be on the alert, on the 
morning following the inventory taking, for any merchan 
disc not accompanied by inventory tags, and (b) having 
the buyer or department head, while performing the opera- 
tion described above, also watch for unmventoned goods 

The prices shown on the tags arc then entered on the inventory 
sheets quantities are multiplied by prices, and the amounts are 
entered on the sheets and totals arc computed for each sheet, for 
each department, and for the inventory as a whole 

Gross profit method of estunatuig mventones It is sometimes 
desired to estimate the value of an inventory Perhaps it is desired 
to prepare a balance sheet without taking a physical inventory, or 
perhaps it is necessary to estimate the value of an inventory which 
has been destroyed by fire The gross profit method is frequently 
used for this purpose 

To illustrate this method, assume that the goods on hand June 
30, 1949, were destroyed by fire, no physical inventory had been 
taken since December 31, 1948 The books showed the following 
balances at the date of the fire 


Sales *90 00000 

lleturned Sale.? and Allowances $ 700 00 

Inventory, December 31, IMS 20 003 OO 

Purch^es 65 000 00 

Returned Purchases and Allowances 

Freight In 800 00 


1,000 00 
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The company’s records show that in prior years it made a gross 
profit of approximately 25% of net sales. Therefore, it was assumed 
that the same rate of gross profit was realized during the six months 
preceding the fire, and the inventorj' at the date of the fire was 
estimated as follows: 


inventorj', Decenibcr 31, 19-15 

Add Net Purchases; 

Purcha-ics 

Freight In 

Total 

Le?s Returned Purchases and Allowances 

Total Goods Available for Sale 

Ixtss Estimatetl Cost of Goods Sold; 

Gross Sales 

Ixss; Returned Sales and .Allowances 

Met Sales 

Ix;ss Estimated Gross Ihofit — 25^c of $59,300.00 

I'lstimated Inventorj', June 30, 1049 


$20,000.00 


.$0.5,000.00 

SOQ.OO 

$05,800.00 

1,000.00 G4.SOO.OO 
$5^1,500.00 

$90,000.00 

700.00 

$50,300.00 

22,32.5.00 06,97.5.00 

$17,52.5.00 


Reserves 

The nature of reserves. Probably no other term used by ac- 
countants is required to do duty in so many capacities as the word 
rcscTK. The credit balance in a reserve may represent: 

(1) A deduction from an asset. 

(2) An actual liability. 

(3) A contingent liability or a provision for a contingent loss. 

(4) A part of the net worth. 

Reserves against assets. Rcseiwcs representing decreases in 
asset valuations are called vaheation accounts, and should be deducted 
from the balances of the related .asset accounts. Reserves for bad 
debts and depreciation are illustrations. 

If a decrease in the value of an asset is definitely determinable, 
the asset may be written down by a credit to the as.'^et account. 
However, reserves are sometimes used to record decreases in a.-'set 
values which are exactly measurable. A reserve for a docrca.^e in 
the market value of securities owned is an illustration. It is de- 
sirable, for general accounting and income tax purposes, to maintain 
a record of the cost of the securities owned: this record would be 
confused if the asset account were credited with market decreases 
as well ns with sales: to avoid ibis confusion, a reserve is credited 
with the deercase in market value. 

Reserves for liabilities. Liabilities for accrued exqien^cs arc 
frequently shown in the balance sheet as reserves. If a liability is 
known to c.xist, but its amount is not e.\act!y determinable, it is 
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proper to set up a resen e for the eatunated amount If the habihtv 
IS defimte as to amount, it is better to set up an accrued Uabilit\ 
account 

Reserves for contmgencies Resen es may be provnded for con 
tingencias i\hich if they become reabties, may create liabilities or 
reduce the \ alue of asset® 

As an illustration of reserves for contingent habilities, aa'ume 
that a concern operating a factory does not carry workmen’s com 
pensation insurance since workmen maj be mjured and liabilities 
for damages maj be mcurred thereby, a reserve for the contingent 
liabihtj maj b® established 

Or assume that a companj sella its product \nth a guarantee to 
correct anj defects which develop vvathm a >ear, the profit on the 
sale should be reduced bj a debit to an expense account offsettmg a 
credit to a resene to cover the estimated future costs of repairs and 
semce 

To illustrate resenes for contingent losses in assets assume that 
a company because its tangible assets are distnbuted in relativeh 
fmall amounts m a large number of locations, decides not to cam 
fire insurance because the premium cost w ould be greater than anv 
probable loss Instead, it sets up an insurance resene again^^t 
which losses of assets resulting from fires can be charged when in 
curred 

Reserves representing net worth. Reserv es which represent a 
part of the net worth maj be classified as follows 

(1) Appropriations of surplus 

These reserv es are created m order to transfer out of the 
Earned Surplus account anj earned surplus which is not 
available for dividends A portion of the surplus mav 
become unav ailable for dividends because of 

(a) A contract 

A sinking fund reserve js an illustration As discussed 
m Chapter 21 the terms of a bond issue mav require 
that a restnction be placed on dividends until the 
bonds are paid The sinking fund reserve shows the 
amount of the restneted surplus 

(b) The pohc> of the management 

Although the directore of a corporation may have a 
legal n^t to pay dividends equal to the entire 
balance m the Elamed Surplus account, the> may 
consider Jt financially inexpedient to do so tbev 
may beheve that the be®t interest of the company 
will be served by usmg part of the funds for other 
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purposes. Of course, the directors can limit the 
pajTuent of dmdends and retain the funds for other 
purposes without making any book entries, but the)- 
sometimes feel that it is desirable to reduce the 
balance in the Earned Surplus account and thus 
avoid the clamor for dividends which might other- 
wise come from the stockholders. They may, 
therefore, pass resolutions transferring certain 
amounts from Earned Surplus to such accounts as 
Reserve for Plant Extension, Reserve for Advertis- 
ing, and Reserve for Contingencies. Such reserves 
represent surplus and should be shown under the 
Surplus caption in the balance sheet. 

(2) Unrealized increases in asset valuations. 

If fixed assets are written up to appraised values which are 
in excess of cost less depreciation, some accountant.^ credit 
a Capital Surplus account with the amount of the write-up. 
Other accountants believe that such write-ups should not 
be credited to any account with a title containing the word 
surplus, and prefer using an account title such as Reserve 
for Increment in Valuation per Appraisal. 

Alternative Methods of Accounting 
for Deferred Expenses and Income 

Deferred expense. The method of accounting for deferred 

e.xpenscs described in Chapter 11 was ns follows: 

(1) Charge e.xpense accounts with amounts of expenditures. 

(2) At the end of the period, transfer the deferred portion of the 

expense to a prepaid expense account by an adjusting 
entrj'. 

(3) Transfer the remaining balance of the expense account to 

Profit and Loss by a closing entry. 

(4) At the beginning of the next period reverse the adju.sting 

entry. 

An illustration of this procedure is summarized below: 

Inmnvncc 

(1) Jivn. 1, 105S Expenditure 000! 

(2) Dor. 31, IPIS .Vdju'tniont for doferrext ci- 

jion'^c . . .4*^ 

(3) Doc 31. lOlSClodnpcntn- ' 200 

003 000 

(i) Jan. 1, 1010 Ilevcr>-inK entrj’ 400, 


Unexpired 

Insurance Profit it Iy'=3 


400i 


200 


'400 
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altematiTe of arcounting for d^feiTed erp^n.^f's is 

rtat^ b^Icnr 

flj Cli£rg» erp^nditiire to a deferred esp^nse account 
(2) ti® end of th** p»nod tran fer the esp*red portion of th» 
erp'^ns® to an account by an adjusting enti^ 

(3 Q js^ tli^- e3p»ne^ account to Profit and Los 

If tij'- p^-edure applied to the foregoing jIlu~tration, ti® 
journal entn**" are 


1 Je^ 1 I j^TEyired lcs_rE33e WOOO 

Ca*Ji COO 00 

trftL.'»i^t-eariasurancpoIi(rr 

^ I>- 1 19 SLwsjffcn* 200 00 

I lueuratiee 200 00 

To chuTK* t-j* rs p > ‘ ^j9‘ 4«wtta* v jj 
^jry o of pres-»3 e.KUta.'bl® to rz. 
ro~1 yvss 

(SJ D*- 31, I'i^S Pro*- «tad Loss 20100 

111 artj'y 20000 

Tod •«*• 1 j* e-peas^ aw j3* 


Th® a -conn’s reeuluig from th® application of this altematire 
pro ledure are u di ated M jw 

U iff g p if *‘ d 

iBgtt&ntg RoSt&liOSB 

1 Jfc— L Lr^^drtJ* tiOO I 

« D« -1 *■ adu*'atr-f trpt^prr'^'n 200 200 I 

’ D- vl ii'if. enter | 200 200‘ 

It 17111 be oby^rted that thi> method i somerrhat simpler than 
the method d® crib®d in Chapter 11 because it ai oid the neces^tt 
of making a rei easing entn Tlus method mat be adrantageoiiJr 
U-S®d if It 1 In mm, at the tim® an expenditure is made that a portion 
of tn® ® 2 p®nse irill b® deferred at the end of the penod- 

Th® pro edure mat be 'dill further shortened bi eliminating th® 
€sp°ns® account. Th® procedure then becomes as follotre 

(Ij Charge expenditure* to a deferred eapense account. 

(2j 4.t th® end of tb® period, tranrfer the expired portion of the 
expanse to Profit and Los b\ a clo=mg entn 

If till, pro -^dure is apph®d to the foregoing illustration, tie 
journal entn®= are 

(I) Jsa. 1, JnBUTEoee 00000 

Ca* 

Cost vf ttree- »»a. in x-mw p 5'-^ 


coooo 



Ch.25] 


DEFERRED EXPENSE AND INCOME 


379 


(2) Dec. 31, 19^8 Profit and Lo'=? 200.00 

Une.xpi.’-ed Insurance 200.00 


To cIo=c oat to Profit and Lo*-' the 
portion of the prcmiurn applirable to 
the current year. 

The accounts resulting from the application of this procedure are 
indicated below: 

Unexpired 

In.'Urancc Profit itLo'-" 


(1) Jan. 1, 1918 Expenditure COO, 

(2) Dcc.31, 1918 Clo^inttcntrj- 200 200 


Deferred income. The method of accounting for deferred in- 
come de.«cribed in Chapter 11 was as follows: 

(1) Credit income aceountswith the amounts of income collected. 

(2) At the end of the period, transfer the amount of income not 

yet earned to a deferred income account, by an adjusting 
ehtr}'. 

(3) Transfer the remaining balance of the income account to 

Profit and Lo.-s by a closing entrj'. 

(4) At the beginning of the ne.xt period reverse the adjusting 

entr}'. 

The illustration of this procedure in Chapter 11 is summarized 
below: 

Dcfi'm-d 
Delivery Delivery 
Incouio Income Profit it D)--' 

(1) Oi’t. 1, 1918 .\rnount roUected . . '100 j 

(2) Drc. 31. 19 IS .Vdju.=tmcnt for deferred income. . IOC TOO 

(3) Dec.31, lOlSClo-ingcntrj- .. ^ I (300 

400 100 j 

(4) Jan. 1, 1919 Rever-ins entry jlOO j 

An alternative method of accovmting for deferred income is 
stated below: 

(1) Credit income collections to a deferred income account. 

(2) At the end of the period, transfer the oanied portion of the 

income to an income account, by an adju.<ting eritr}-. 

(3) Close the income account to Profit and Loss. 

The application of this procedure to the foregoing illustration 
involves the folloving journal entries; 

(I) Oct. I, 19-18 c.a--h . 4W.CO 

I>fe.Trd Dili'. crj- Income . 

Tifh-d CiiU-'Ctcd. 


4COOO 
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(2) Dec 31 1948 Deferred Delivery Income 300 00 

DeLvery Income 300 00 

To credit an income account n itli the 
amount of income earned dunng the 
period 

(3) Dec 31, 1948 Delivery Income 300 00 

I^ofit and Loss 300 00 

To close the income account 

The accounts resulting from the application of this alternative 
procedure are indicated below 

Deferred 

Delivery Dehvery 

Income Income Profit & Lo«s 

(1) Oct 31 1948 Amount collected (400 

(2) Dec 31 1948 Adjustment for portion enmAf 300 

(3) Dec 31 1948 Closing entry j 

Again it will be observed that this method is somewhat simpler 
than the method described m Chapter 11, because it avoids the 
necessity of making a reversing entry This method may be advan 
tageously used if it is known at the time an income collection is 
made, that a portion of the income will be deferred at the end of the 
period 

The procedure may be still further shortened by eliminating the 
income account The procedure then becomes as follows 

(1) Credit income collections to a deferred income account 

(2) At the end of the period transfer the earned portion of the 

income to Profit and Loss by a closing entry 

The application of this procedure to the foregoing illustration 
involves the following journal entnes 

(1) Oct 1 1948 Cash 400 00 

Deferred Delivery Income 400 00 

Total coDected 

(2) Dec 31 1948 Deferred Delivery Income 300 00 

Profit and Loh 300 00 

To close out to Profit and Loss the 
portion of income earned dunng the 
current year 

The accounts resulting from the apphcation of this procedure are 
indicated below 



Deferred 

Delivery 

Income 



Profit & Loss 

jsoo 


(1) Oct 1 1948 Amount collected 

(2) Dec 31 1948 Closing entry 
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Alternative Method of Recording Purchase Discounts 

Discounts available and lost. Under the method of recording 
discounts on purchases previously explained in this text, and com- 
monly used in business, the credit balance in the Discount on Pur- 
chases account shows the amount of discount taken. The account<; 
do not show how much discount was lost by failure to pay bills 
within the discount period. An alternative method of recording 
purchases and purchase discounts may be used to disclose this 
information. 

(1) The purchase is recorded in the voucher register bj- the 

follownng debits and credits; 

Purch.'ise^ 1,000.00 

Di'-counts .Available , 20.00 

Vouchers Payable OSO.OO 

(2) If the bill is paid uitliin the discount period, the following 

entr}- is made in the cash disbursements book; 

Vouchers PaN-able OSO.OO 

Cash, . PSOOO 


(3) If the bill is paid after the discount period has expired, the 
following entrj- is made in the cash disbursements book; 


Vouchers Payahlo 
Di'courjts Lost 
Cash 


9S0.00 
20 00 

1,000.00 


These entries are made in the voucher register and the cash dis- 
bursements book in columns proHded therefor, as follows; 


Voucher Register 


Vouohcrj 

number. 

< 

POJTC 

CllEDITS 

1 

Debit 

Purch-O-'O 

Vouchors j Discount = 
Pa3-ab!e 1 Available 

1 buh 1 

2 I-July 2 

Darrou' & Co. 

PSOOO' 20 00; 1,000 00 

APo,00! 0 00! 500 00 

! Harkinson vt Compaav 


Cash Disbursemeats Book 


Date 

No \ 

, i 


1 

j j Dnsrrs 1 

Credit 

Ca^h 

Fa>*cc 

1 


[Xo 1 Vourhers ,• Di'eount= i 
j Paj'abic j Iri't 

1 Uu!% 1 o' 

2 puUlls! 

llarkin'on A- Corajianv" . . 

; Darrfa' A Co 

- 

2 j -505 Ooj ; 

1 1 PSO.Ool 20 00. 

■105 0) 
1,000 00 


Voucher 1 w.as not paid in time to lake the discount ; therefore. 
Discounts Lost was debited .?20.00. Voucher 2 was paid in time to 
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take the discount The two discount accounts might have balances 
as follows 


Debit Credit 

Discounts Available 3 500 00 

Discounts Ixist 520 00 

The difference between these two balances (or a net credit of 
$3 040 00) represents discounts earned, it is shown in the 
profit and loss statement as the income from discount 

When this method of accounting for purchase discounts is fol 
lowed an adjustment is usually required at the end of the period 
with respect to discounts on unpaid vouchers To illustrate, assume 
that the following unpaid items appear in the voucher register at the 
end of the year 


Voucher Register 


1 

toucher 


1 Credits | 


Numberl 

Payee 

Vouchers 

Payable 

D ecounts 
tvailable 

Purchases 

348 Pec 114 
369 1 |27 

John Jones 

D F Forbes 

980 00 
49000 

20,00 
1 lO'OOi 

100000 

50000 


Since these are the only unpaid items m the voucher register, the 
Vouchers Payable account will have a credit balance of 81,470 00 
(the sum of the two items m the Vouchers Payable column) But 
the true liability on these two items is $1,500 00 the discounts ha\e 
not yet been taken, and the liability should be shown at the full 
amount Therefore, an adjusting journal entry should be made 
crediting Vouchers Payable $30 00 to adjust the account to the full 
liability 

'^Vhat accounts should be debited’ Let us assume that the dis 
count on each of these items was deductible if payment was made 
within ten days from the invoice date, the discount period has ex 
pired on voucher 348, but has not expired on voucher 369 Under 
these conditions, the entry should be 

Discounts Lost 20 00 

Discounts Available 10 00 

Vouchers Pajable 30 00 

The reason for debiting Discounts Lost should be clear the dis- 
count has been lost by allowing the discount period to expire without 
paying the bill The reason for debiting Discounts Available will 
perhaps be more clearly understood if we remember that the differ- 
ence between the credit balance of this account and the debit balance 
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of the Disfounts Lost account is shown in the profit and loss state- 
ment as income; but the SIO.OO discount has not yet been earned, 
because the invoice has not been paid; hence the SIO.OO should be 
eliminated from the accounts. 

After the books have been closed, a reversing entrj' for the dis- 
count still available should be made, as follows: 

Vouchers Payable 10.00 

Discounts .‘Vvailable 10.00 

Changing to the alternative method of handling purchase dis- 
counts. Assume that a company has been recording purchase dis- 
counts by the method used heretofore in this text. At the end of a 
certain year, it is decided to change to the method described in the 
preceding section. An account should be set up showing the dis- 
counts available at the time of making the change. Assume that 
the following items are open in the voucher register: 

Voucher Vouchers 

D.ate Number Payable 

Dec. 1-1 9S1 1.000.00 

27 1023 SOO.OO 

29 1021 .moo 

The discount period has expired on voucher 9S1 : discounts 

are still available on vouchors 1023 and 1024. Therefore, the follow- 
ing journal entry should be made as of January 1, after the books are 
closed; 


t'ouchc:^ P:iyub!e 

Discounts Avuilable . 

Discounts avuiluble on open vouchcri. 


2G.00 

26.00 
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Definitions Fixed assets are assets of a relatively permaneat 
nature used in the operation of the business, and not intended for 
sale A building used as a factory is a fixed asset, it is relatively 
permanent property it is used in the operation of the business aud 
it IS not intended for sale A factory building no longer m use is 
not a fixed asset because it is not used m operations Land held as 
a prospective factory site is not a fixed asset, it is permanent prop- 
erty and it is not intended for sale but it is not used m operations 

Fixed assets may be either tangible or intangible An asset is 
tangible if it has bodily substance, like a building or a machine An 
as'^et IS intangible if, hke a patent or a copyright, its value resides 
not in any phj sical properties, but in the rights which its possession 
confers upon its owner 

Chargmg fixed asset costs to operations Most fixed as'ets ha^ e 
a limited useful life The cost of such an asset (less any scrap or 
residual value which may be reahzable at the end of the assets 
usefulness) should be charged off gradually against income during 
the period (known or estimated) of its useful life The words most 
commonly used to desciibe such expirations of fixed asset costs are 

Depreciation, which is the expiration of the cost of plant prop- 
erty 

Depletion, which is the expiration of the cost of natural resources 
caused by their conversion into salable product 

Amortization which is the expiration of the cost of intangible 
fixed assets resulting principally from the passage of tune 

Classification of fixed assets Fixed assets may be ciassifieo 
with respect to their nature and the cost expirations to which they 
are subject, as follows 

(A) Tangible 

(1) Hanf property 

(a) Subject to depreciation 

Examples Buildings, machinery, tools and equip 
ment, delivery equipment, furniture and 
fixtures 

(b) Not subject to depreciation 

Example Land 

(2) Natural resources, subject to depletion 

Examples Timber tracts, mines, oil wells 

384 
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(B) Intangible: 

(1) Normally subject to amortization. 

Examples: Patents, copyrights, franchises, lease- 
hold improvements. 

(2) Not normally subject to amortization. 

Examples: Goodwill, traderaark-J. 

These various cla.sscs of fixed assets will be discassed in the order 
in which they arc mentioned in the foregoing da.'isification. 

Plant Propertj' 

Cost of fixed assets. The cost principle requires that a fixed 
asset shall not be carried in the accounts at an amount in excess of 
cost, but cost may include many incidental e.xpcnditurcs. The cost 
of a fixed asset includes all expenditures made in acquiring the asset 
and putting it into a place and condition in which it is useful in 
operations. Thus, the cost of machinery' includes the purchase 
price, the freight, and the installation costs. 

Separate accounts should be kept with land and buildings, be- 
cause the buildings are subject to depreciation but the land is not. 

The cost of land includes the broker's commi.'sion. fees for 
examining and recording title, taxes accrued at the date of purchase 
or assessed during the period of construction of buildings on the land, 
the cost of grading, sewers, and pavements, and special a.'se.'^sments 
for local benefits such as street lighting. 

The cost of a building constructed includes the payments to 
contractors, fees for permits and licenses, architects fee-, superin- 
tendents’ salaries, and insurance and similar expenditures during the 
construction period. It is considered pennissible to charge the 
Buildings account with interest costs incurred during the construc- 
tion period on money borrowed to pay construction costs. 

If land and a building are purchased, the cost should be divided 
between the land and the building. The Building acianmt should 
be charged with any repair co~ts incurred to make good depreciation 
prior to acqui-^ition. and with the cost of inuirovements. 

If, after the purchase of land and a building, the building is de- 
molished preliminary to the erection of a new building, the Land 
account should be charged with the entire purchase price and the 
ilcmolition costs, and credited with any amoimts received on the 
disposal of salvage from the building. 

If a machine or other fixed asset is con'^trueted by a company for 
its own use. it should be recorded at co-^t. and not at some higher 
jirice which it might have been ncccs^.ar}’ to pay if the .a.=set had been 
purclnweil from outsiders. 
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Overhead m the cost of construction If fixed assets are con 
structed by a company for its own use, all accountants agree that 
their recorded cost should include the costs of materials and labor 
used, but there is a difference of opimon regarding charges for 
manufacturing expenses Three opinions are held 

(!) No manufachcnng expenses should be charged Those who 
hold this opimon defend it as follows The construction of 
fixed assets will not normally cause any appreciable in 
crease in manufacturing expenses if part of the normal 
overhead is charged to fixed assets, the cost of manufac 
tured merchandise is decreased and the profit on its sale is 
mcreased , this profit is unrealized because the credit to 
Profit and Loss is offset by a charge to the fixed assets 
This position has been approved by many accountants on 
the ground of conservatism other accountant'’, including 
the author believe that it violates the cost pnnciple be 
cause all costs are not included 

(2) Fixed ossefs should be charged with overhead specijicall]} in- 
curred tn their manufacture Those who hold this opimon 
defend it as follows The manufacture of fixed assets can 
not be earned on without meurnng some overhead costs 
which would not othenvise be incurred it is improper to 
load the costs of finished goods with expenses which were 
not incurred m their manufacture This seems to be a 
more acceptable opinion than the preceding one but it 
may be challenged on the ground that it, also, is not in 
accord with the cost principle, because all costs are not 
included in the valuation 

(5) Apportion overhead to fixed assets and finished goods at Ike same 
rate Those who hold this opinion defend it as follows 
If plant facilitiesareused in the construction of fixed assets 
the cost of the use of these facilities is part of the cost 
of the fixed assets produced If a plant is used for the 
production of fixed assets and merchandise a failure to 
charge part of the manufacturing expenses to the fixed 
assets will result m an understatement of the cost of the 
fixed assets and an overstatement of the cost of the 
merchandise 

The third opimon stated above seems to be the one which con 
forms to the cost principle 

Depreciation Terminations of the useful hves of plant fixed 
assets result principally from the two causes mentioned on the 
following page 
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(1) Physical deterioration caused by wear and tear and the 

action of the elements. 

(2) Obsolescence, the nature of which is indicated by the follow- 

ing illustrations: 

A company owns a hand machine capable of making 
100 articles a day. The business has growm so that 
1,000 articles must be made each day. Instead of 
buying nine more hand machines, it is better to dis- 
pose of the one machine owned and buj' a power 
machine capable of maldng 1,000 units a daj'. The 
hand machine is obsolete. 

The operation of the power machine requires the 
ser\nccs of five men. A new automatic machine is 
invented. Because of the saving in labor, it is 
economical to dispose of the recently acquired ma- 
chine and purchase the new one. The power machine 
is obsolete. 

The new automatic machine is capable of producing only 
one product. The market for this product suddenly 
ceases. The automatic machine is obsolete. 

The word depreciation formerly was regarded by accountants as 
meaning the physical deterioration of an a.sset. A new concept of 
depreciation is developing among accountants; this new concept 
diffei-s from the old one in two particulars: 

(1) Depreciation, from an accounting standpoint, is now re- 

garded as apphnng to the cost or other valuation of the 
asset, rather than to the asset itself. This concept is the 
basis of the following debnition proposed bj" the Commit- 
tee on Terminologj’ of the American Institute of Account- 
ants; ‘‘Depreciation accounting is a system of accounting 
which aims to distribute the cost or other basic value of 
tangible capital assets, less salvage (if any), over the 
estimated useful life of the unit. . . ." 

(2) Depreciation is reg.arded as including the expiration of cost 

re.sulting from obsolescence as well as from physical 
deterioration. 

Fixed assets are, of course, subject to decreases in market value, 
but account .ants do not consider it ncccssarj' to record such decre.ases 
because fixed .a.ssets are not intended for sale. The m.arket values 
may bo up today and down tomorrow; such fluctuations in value 
may be ignored because the v.aluc of a fixed a.csct to a business nor- 
m.nlly lies in its usefulness rather th.an in its marketability. 
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Computing and recordmg depreciation There are numerou' 
methods of e'^timating depreciation The stmighl line method, which 
Ls the one mO't frequently used will be discussed Other methods 
are discussed m Principles of Accounting, Intermediate 

Theoretieall\ the periodical depreciation chaise under this 
method should be computed as followK 


Co -t of $2 >00 00 

Ertunated re idual r scrap ^ alue— amount » bch it estimated 
can be realized from the asset rfaen it is no longer unable 300 00 

Total dej rwati n to be charged to expense during the total 

avful life of tb** 8S-»et $2 200 00 

Estimated u-jeful life 10 sears 

Fftim&ted depreciation per vear S 220 OO 


As a practical matter the residual \alue is frequently ignored 
and the depreciation ts based on the co't Ignonng the residual 
talue and writing off the total cost oter a penod of ten tears would 
m the foregoing illu'tration result m an annual charge of S25000 
Depreciation i> recorded by 

Debiting a Depreciation account, which is an expense account 

Creditmg either 

A Reserve for Depreciation which will have a credit balance 
to be deducted m the balance sheet from the debit balance of 
the fixed asset account or 

The fixed asset account this is called rmtinp doicn the asset 
This method usually is not desirable for two reasons 

First, if depreciation is credited to the asset account, the 
cost of the fixed asset mil be lo^t sight of 
Second, the provT=ion for depreciation is only an estimate 
by creditmg it to a reserve, the amount of depreciation 
provided can be shown on the balance sheet, where m 
terested parties can get information on which to base 
their own opinion as to the adequacy of the provasion 

Expenditures durmg ownership An expenditure is the pay 
ment, or the incurrmg of an obligation to make a future paynnent 
for a benefit recen ed Expenditures incident to the ownership of 
fixed assets are of two classes 

Capital expenditures, which should be recorded by mcreasing the 
^ok V alue of the assets In most cases this ls done by debi^ 
mg the asset accounts in some cases it is done by debitmg the 
depreciation re»erv es 

Revenue expenditures, whicli should be charged to expense 
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A careful distinction must be made between capital and revenue 
expenditures if a correct accounting for fixed assets and for profits 
is to be maintained. If a capita! expenditure is charged to an e.x- 
pense account, the book value of the fixed asset is understated, and 
the net profits and net worth also are understated. On the other 
hand, if a revenue e.xpenditure is charged to an asset account instead 
of to an expense account, the book value of the fixed asset is over- 
.stated and the net profits and net worth also arc overstated. 

The proper treatment of some of the more common types of 
expenditm-es is indicated below. 
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Disposal of fixed assets. When a depreciated fixed asset is dis- 
posed of, an entry should be made debiting Cash for the amount re- 
ceived, crediting the asset account with the cost of the asset, debiting 
the depreciation reserve with the depreciation provided against the 
asset, and debiting or crediting an account to show the loss or gain 
on the disposal. Three illustrations follow: 

(/) Price equal to book laltie 

Assume that, at the date of disposal of a machine, the asset 
and reserve accounts had the followmg balances. 

Debit Credit 

Machinery $2,500 00 ' 

Heserve /or Depreciation— Machinery $2,200 00 

The asset had a net book value of S300 00 and was sold for 
S300 00 The entrj’ to record the sale ls* 

Cash 300 00 

Reserve for Depreciation— Machinery 2,200 00 

Machinery 2,500 00 

To record the sale of machinery, relieving the as>et 
account of the cost and relieving the reserve of the 
depreciation prosnded thereon. 

(2) Price less than book value 

Assume that the accounts had the following balances ' 

Debit Credit 

Machiner> $2,500 00 

Reserve for Depreaation— Machinery $1,760 00 

The asset had a net book value of S740 00 and was sold for 
S400 00 , hence there was a loss of S340.00. The entry to 
record the sale is- 

Cash 

Earned Surplus, or Loss on Sale of Machinery 
Reserve for Depreciation — Machinery 
Machinery 

To record the sale of machinery 

(5) Price more than book value 

Assume that the accounts had the following balances: 

Debit Credit 

Machinery $2,500 00 

Reserve for Depreciation— Machinery $2,20000 

The asset had a net book value of $300 00 and was sold for 
8500 00, hence there was a profit of $200.00. The entrj- 


400 00 
340 00 
1,760 00 

2,500 00 



Ch.26] nXED ASSETS 391 

to record the sale of the machinery' at a profit of S‘200.00 
is sho'^Ti belotr: 


Ca?h 500.00 

RcM’rve for DoprccintioD — Ma-rhincry . . 2.200.00 

Machinery . . .... 2, .500.00 

Earned Siirplus, or Profit on Sale o: Machinery 200.00 

To re<''ird the sale of mai-hiacry 


Losses and gains on the disposal of fixed assets tvere formerly 
charged and credited to the Earned Surplus account for the following 
reasons : 

(1) The loss or the gain b an e.xtraneous, nonoperating item 

and. as such, should not be shown in the profit and loss 
statement, which is intended to reflect the results of 
regular operations. 

(2) The loss or the gain is in reality a correction of the profits of 

prior years, which were incorrectly stated because the 
depreciation was incorrectly estimated. The profits of 
prior years are now in the Earned Surplus account: to 
correct them we must therefore debit or credit Earned 
Surplu'. 

Many accountants still follow this procedure, particularly if the 
amounts of profit or loss are large. Other accountants record the 
profit or loss in accounts with titles such as Loss on Sale of Machin- 
ery. show the balances of these accounts in the surplus statement, 
and close the accounts to Earned Surplus. Still other accountant.- 
show the balances of the loss or gain accounts in the profit and loss 
statement, and close these accounts to Profit and Loss. 

If an asset is disposed of, a debit to Depreciation may be made 
for the depreciation which has accrued since the last pro\'ision vras 
set up. To illustrate, assume that the following balances appear in 
the accounts on June 30. 194S: 


D>'rit Crg<i:t 

^RrhiT'.n^:.- .... . . S5,COO.CO 

wr Drrrcfiation — Machinery — created by 
arnraai cnMits of S-'iCO.OO . $3,CCO.OO 

The asset is di-posed of on June 30 for $1,500.00: no depreciation 
has been pro’.ided for since December 31. 1947. The follomng 
entries should be made: 


Ocrrcciiitiori — 150 

f>-*r Dopn.H.'iat:*':: — Mn.-’hio'ry . 150.(X3 


rr'’. I'ie f^r a? an €T- 

t'f the bhe rr:''n*h5 crd'^ii Jur»* 3»\ 
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Cash 

Reserve for Depreciation — Machineij 
Earned Surplus orLossonSaleofAIachinerj 
Machinery 

To record the sale of the machinery 


1 500 00 
3J50 00 
3.0OOO 


5 000 00 


Appraisals Assume that a factorj building is earned in the 
accounts at a cost of S75 000 00 with a depreciation reserve of 
830,000 00, or at a net book \alue of 545,000 00 Assume, al^o, 
that an appraisal shows a theoretical valuation determined as 
follows 


Cost to replace new 812a 000 00 

Depreciation based on replacement pnee SaOOOOO 

Sound value 8 90 000 00 

The difference between the amounts shown by the books and the 
amounts shown by the appraisal are summanzed below 

Per 

Per Books Appraisal Difference 

Gross 87o00000 $12o000 00 $50 00000 

Depreciation 3000000 3o 00000 500000 

Net 845 000 00 $ 90 000 00 $4o000 00 

The management maj desire to record the appraisal m the ac- 
counts by an entry similar to the following 


Building 50 000 00 

Reaerse for Depreciation 5 000 00 

A surplus or reserve account 45 000 00 

It was originally the custom, when appraisal'* were recorded, to 
credit a surplus account, however, accountants came to recognize 
the fact that crediting a surplus account introduced an unrealized 
profit into the accounts It then became the custom, when an 
appraisal was recorded, to credit an account with some title hke 
Reserve for Unrealized Profit per Appraisal Recentlj the Amer- 
ican Institute of Accountants has issued a pronouncement to the 
effect that the recording of an appraisal is undesirable (even though 
the credit is entered in a reserve) because it is a violation of the cost 
pnneiple 

Subsidiary records “nie general ledger should contain an ac 
count with each class of fixed assets, '=uch as Land, Buildings, 
Alachmery, Furniture and Fixtures, and Delivery Equipment It 
IS also desirable to maintain a subsidiary plant ledger contaimng 
considerable information with respect to the cost, depreciation, re- 
pairs, and so forth, of each umt Thus, the subsidiary' machmerj 
record might contain a card or page for each machine, showing the 
data on the follownng page 
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Xame of asset. 

Identification number. 

Location. 

3Ia:iufaf'turer. 

From vv'hom purchased. 

Datc of installation. 

Purchase cost. 

Ocher in'udencal costs. 

Depreciation data: 

Estimated life. 

E'^timated residual value. 

Depreciation rate. 

Periodical and accumulated pro\i5ion for depreciation. 

Ordinary and extraordinary repairs, with information as to 
date, nature. :md co^'t. 

Actual life, residual vaiue. and profit or loss on dispn^^a.l. 

Information as to abnormal operating conditions, such a^ over- 
time work, affecting rapidity of depreciation. 

Such records furnish a good control over the ti.xcd in^set', as 
they are Wrtually a perpetual inventory showing all feed assets 
which should be in the company’s pos'=essina. The information re- 
garding the cost and accumulated depreciation of each unit can be 
u«ed in making entries to relieve the asset omd depreciation reserve 
account- of the correct amount- when a unit is fully depreciated. 
The sub‘’idiary records are also useful in connection with insurance 
claims. 


Xaniral Resources 

"ValuatiGi:. Xatural resources, such as timber tracts, mines, and 
ou well-, are gradually converted from tkeed assets into merchandise. 
They should be carried in the asset account- at co-u. and their book 
values should be reduced by pro'feioas for depletion. Such assets 
are sometimes called icn.^ttruj 

Development expenditures, such as those made for the removal 
of surface earth for strip mining operations, which do not re-uit in 
the acquisition of tangible ffxed assets, may be eharg^ai to the wait- 
ing asset aecrciru. Tangible feed assets acquired for purposes of 
developing or extracting the wasting a-set should be mco.^dcii in 
separate accounts: they should be depreciated in ainocnt^ propor- 
tionate to the depletion if the development^ will ren.der s' r. ice 
throughout the entire life of the wasting is^sct: llay -hoiild be 
written off ('ver a shorter period if their usc-fulnc--^ will e.xpire before 
the wasting asset is completely depleted. 
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Depletion Depletion usually is computed bj dividing the cost 
of the wasting asset b\ the estimated number of umts (tons barrels 
thousand feet and so forth) in the asset thus a unit deple*ion 
charge is computed The total depletion charge for each period is 
then computed by multiplying the umt charge by the number of 
umts com erted durmg the period 

To illustrate assume that S90 000 00 was paid for a mine which 
was estimated to contain 300 000 tons of a\ ailable deposit The 
umt depletion charge is S90 000 00 — 300 000 or S 30 If 60 000 
tons are mined during a gi\ en i ear the depletion charge for the j ear 
IS S 30 X GO 000 or $18 000 00 

The depletion charge will be recorded as follows 

Deplet on 18 000 00 

Reserve for Deplet on 18 000 00 

The debit balance m the D pletion account should be included 
among the costs of production The credit balance in the R“S“rve 
for Depletion should be deducted in the balance sheet from the debit 
balance m the asset account 

Intangible Fized Assets Normally Subject to Amortization 

Reason for amortization Some mtangible fixed assets are sub- 
ject to amortization because their h\es are hmited by lau regulation 
contract or their nature Example* are patents copjTights fran 
chise* for limited period* leaseholds and leasehold impro%ements 
It should be understood (hat the period 6xed by law regulation or 
contract is the maximum period of life and that the usefulness of 
such assets maj cease prior to the expiration of that period m such 
instances the shorter useful life should be the penod on which the 
amortization is based 

Patents If a patent is acquired bj purchase its cost is the 
purchase price If it is obtained bj the m\entor its co*t is the 
total of the experimental expense costs of workmg models and 
expenses of obtaimng the patent mcluding drawings attorney s fees 
and fihng costs Since a patent has no pro\ en ^ alue until it has 
stood the test of an mfnngement suit the cost of a successful suit 
maj be charged to the Patents account If the ''uit is unsuccessful 
and the patent is therebj proa ed to be aalueless the cost of the suit 
and the cost of the patent should be lantten off to Earned Surplus 
A patent is issued for «e\enteen 5 ears and its cost should be 
amortized oa er that penod unless it was acquired after the expira 
tion of a portion of the "eaenteen jear period in aihich case it should 
be written off oa er its remaining life If there is a probabihty that 
the patented deaace or the product of the deance will become obsolete 
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before the expiration of the patent, conservatism would suggest 
wTiting off the patent during a period shorter than its legal life. 

A patent may give its owner a monopoly wliich enables him to 
develop his business to a point where, after the expiration of the 
patent, competitoi-s -ndll find it extremely difficult to enter the field 
and overcome the handicap. ‘^Tien this happens, a goodwill is 
created during the life of the patent. Nevertheless, the patent 
should be amortized and no goodwill should be set up. 

Copyrights. A copyright gives its ovmer the exclusive right to 
produce and sell reading matter and works of art. The fee for 
obtaining a copyright is only a nominal amount, too small to justify 
an accounting procedure of capitalization and amortization. Costs 
sufficient in amount to justifj' such an accounting procedure maj' be 
incurred, however, when cop5Tights are purch.ased. 

CopjTights are issued for twenty-eight years with a possibility of 
renewal for an additional twenty-eight years. However, publica- 
tions rarely have an active market for a period as long as twent}’- 
eight years, and it usuaU3' is regarded as adrisable to write off 
copj'right costs over a much shorter period. 

Franchises. Franchises should not be set up in the books unless 
a paj-ment was made in obtaining them. Franchises are sometimes 
perpetual, in which case their cost need not be amortized; usuallj' 
thc3’ are granted for a definite period of time, in which case their 
cost should be amortized over that period. 

Leaseholds and leasehold improvements. TMien propertj’ is 
rented for a period of 3'ears, an advance pajnnent maj* be made which 
will apph' against future rents; this pa^nnent maj' be charged to a 
Prcp.aid Rent account or a Lc.asehold account, and amortized over 
the life of the lease hy charges to Rent and credits to Prepaid Rent 
or Leasehold. 

Sometimes a companj- will obtain a long-term le.ase on real 
estate, and property' values wiU so increase that the rents p.aj'able 
under the le.ase are much smaller than thej' would be on the basis of 
current values. The lease raa^' thus become verj' valuable because 
of the saving in rent or bec.ause the lease could be sold. It is not 
proper, however, to place this value in the accounts, because the 
offsetting credit to Surplus would inflate the surplus b}' including an 
unrealized profit. 

Leases for long period.^ frequeuth' provide that the lessee (part}' 
who acquired the right to occupt' the propert.v) shall pay the cost of 
any alterations or improvements which he ma^' desire, such as new 
fronts, partitions, and built-in shelving. Such alterations and im- 
provements become a part of the real estate and revert to the o^vner 
of the re.al estate at the expiration of the lease; all that the lessee 
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obtains bj the expenditure is the intangible right to benefit bj the 
improvements during the hfe of the lease The lessee should there- 
fore charge such expenditures to a Leasehold Impro\ ements account 
the cost should be amortized oxer the hfe of the lease by journal en- 
tries charging Rent and crediting Ixiasehold Improvements The 
Rent account is of course also charged with the cosh payments 
made to the Ics'sor 

Intangible Fixed Assets Not Konnally Subject to Amortization 

Some intangible fixed assets are not normally subject to amortiza- 
tion because they are assumed to have an unlimited useful life 
Examples are trademarks trade names secret processes and for 
mulas and goodwill 

Such assets may be carried indefinitely at cost f there is no reason 
to bclicv e that their u«!cful lives vv lU ev cr terminate Howev er, their 
amortization or complete write-off may be proper under several 
conditions Fir«t at the time of its acquisition there mav be good 
reason to fear that the useful hfe of such an a«set will terminate 
even though there is no conclusive evidence to that effect m such 
instances periodical amortization charges may be made against 
income Second at some date subsequent to acquisition the as^et 
mav be found to be valueless in which case it should be written off 
or conditions may have developed which indicate that the hfe of the 
asset will terminate in which case its cost may be amortized over 
the estimated remaining life or a portion of the cost may be charged 
to Earned Surplus (as representing amortization for prior periods), 
and the remainder may be amortized ov er the estimated remaining 
hfe 

Trademarks The nght to the use of a trademark may be pro 
tected by registry, the right docs not terminate at the end of a 
definite p'^riod and trademarks ore therefore normally carried 
indefimtely in the accounts at cost w ithout amortization 

Goodwill The following statement intended to indicate the 
nature of goodwill is quoted from a court decision 

Wlien an indn idual or a firm ot a corporation has gone on for an 
unbroken series of y ears conducting a particular business and has been so 
scrupulous in fulfiUng every obligation so careful in maintaining the 
standard of the goods dealt in so absolutely fair and honest m all business 
dealings that customers of (he concern have become convinced that their 
experience m the future wall be as satisfactory as it has been m the past 
while such customers good report of their own experience tends continually 
to bring new customers to the concern there has been produced an element 
of V alue quite as important a» — winsome case perhaps far more important 
than — the plant or machinery with which the business is earned on That 
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it is property is abundantly settled by authority, and, indeed, is not 
disputed. That in some cases it may be veiA* valuable property is mani- 
fest. The individual who has created it by years of hard work and fair 
business dealing usually ex-perience.s no difficulty in finding men willing 
to paj" him for it if he be mlling to sell it to them.” 


This quotation is interesting because it indicates some of the 
ways in which goodwill may be created. However, it does not 
adequately indicate the nature of goodwill for two reasons. 

In the first place, it implies that goodwill is produced only by 
.satisfactory customer relations; but since goodwill is dependent upon 
profits, and since many things other than customer satisfaction 
contribute to profits, there are manj’’ sources of goodwill. Some of 
these sources are: location; manufacturing efficiency: satisfactory 
relations between the emplox'ees and the management, which con- 
tribute to profits through effective employee service and the reduc- 
tion of losses from labor turnover; adequate sources of capital, and 
a credit standing wliich is reflected in low money costs; advertising: 
monopolistic privileges; and, m general, good business management. 

In the second place, in placing the emphasis on customer rela- 
tions, the quotation fails to put the emphasis where it really belongs: 
on the relation between profits and net assets. A company may be 
scrupulous, fair and honest, and its good repute may tend con- 
tinually to attract new customers, and yet the company may have 
no goodwill. The existence of goodwill depends upon the earning 
of excess profits. 

Goodwill may be defined as the value of the profits of a birsines* 
which are in excess of a normal or basic return on the net assets 
exclusive of goodwill. To illustrate, let us assume the conditions 
shown below. 


Net a<«ets, e\clu>ivc of goodwill 

Kale of net income which, for the particular in- 
du^trj', may be .agreed upon by the purchaser 
and seller of a business as normal, or which a 
new company entering the field may reason- 
ably be evpected to eani — say 
Net income earned 

Income at “normal” mtc on net a-.-ct- exclusive 
of goodw ill . 

Excess earnings 


Company .4 Company B 
STOO, 000.00 $100,000 00 


JO'7. JO^r 

s’ 10,000.00 S 15.000 00 

10.000.00 10,000.00 

— $ o.WO.OO 


The e.xcess earnings of Company B indicate that it has a good- 
will; Company A apparently has none. 

Methods of computing goodwill. The price to be paid for good- 
will in connection with the sale of a business may be an amount 
arbitrarily agreed upon by the purchaser and seller, without formal 
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computation On the other band, it maj be computed on the basis 
of past profits of the business Three methods of computation are 
illustrated below 

(1) A certain number of times the average past annual earnings 

For instance, assume that the a\erage earnings for fi\e 
years prior to the sale of the busmes'* have been 810,000 00, 
and that the goodwill is to be valued at tmce the a\ erage 
earnings the goodniJ) mil be lalued at 820,000 00 The 
price so computed said to he ‘ two j ears’ purchase” of 
the average annual earnings 

This method ls illogical because it fails to give recognition to 
the fact that the goodwill ls not dependent upon total 
profits, no matter how large but upon the relation of the 
profits to the assets other than goodwill, and that no good- 
mil exists unless the profits are m excess of a normal 
income on the net assets other than goodwill 
Recognition is given to this fact in the two following methods 
of goodwill computation 

(2) A certain number of times the average past earnings m excess 

of a return at an agreed rate on the average investment 
For instance, assume average annual profits for five years 
of 810,000 00, an average investment of $100,000 00, and 
an agreement to pay, for goodwill three years' purchase 
of the average profits m exce«s of 8% on the average invest- 
ment The goodwill would be computed as follows 


Average profits $10 000 00 

Leas 8% on average uiveitfoent 8000 00 

Esccsi $ 2 000 00 

Muitjply V;y DUnil>er of >ear8 purchase 3 

CoodviiU $ 6000 00 


(3) The capitalized value of excess mcome 

For lastance, assuming the same facts as m (2) with respect 
to average income and investment, and assuming an 
agreement to compute goodwill by capitalizing, at 10%, 
the average annual earnings in excels of 8% on the av erage 
investment, we would compute the goodwill as follows 

Average profits 

Less 8 ^ on average investment 
Excess to be capitabied 
Capitaliaed value $2 000 00 — 10 

Proper book value of goodwill A Goodwill account can properly 
appear on the books only if the goodwill was specifically paid for 


$10 000 00 
8000 00 
$ 2 000 00 
= $20 000 00 
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The management of a compan3' maj' believe that it has created a 
goodwill bj' advertising expenditures or otherwise, and may desire to 
record it on the books. To do so is regarded as improper accounting; 
it would be a ^dolation of the cost principle because no specific e.x- 
penditures can be identified a.s repre.senting the cost of goodwill. 

In the past it has been considered good accounting to carry 
goodwill as an asset indefiniteh’- at its cost, without anj' amortization, 
and this is still the customarj'^ procedure. However, it is permis- 
sible to write off the Goodwill account against Earned Surplus, and 
a good theoretical argument can be advanced in favor of writing off 
the account. The price paid for goodwill is the cost of the excess 
earnings which have resulted from good predecessor management; 
it can hardl}’’ be assimied that the excess earnings will continue 
indefinitelj^ unless the new management is equallj' efficient. In 
other words, the purchased goodwill maj' expire, although a new 
goodwill may be created by the new management. But since onlj* 
purchased goodwill should be carried in the accounts, and since the 
purchased goodwill ma}’’ expire, some accountants have advocated 
writing off purchased goodwill over the estimated period during 
which the profit-making factors created by the prior management 
will continue to be effective. This argument in favor of amortizing 
goodwill has not been generallj" accepted bj' the accounting profes- 
sion. 


Fixed Assets in the Balance Sheet 

It usuallj' is considered desirable to show the total tangible fixed 
assets and the total intangible fixed assets separatelj' in the balance 
sheet. One procedure is illustrated below; 


Tnngil)le Fixed Assets: 

I.:\nd . . . . 

BuildinR*; ... . ... 

Lc=s llcser\-c for Depreciation 
Machinery and Equipment . 

Lc'S Rc^er^■e for Deiireciation . . . 

TooP 

IjC'S Reserve for Depreciation . . . . 

Delivery Equipment 

IjCss Rci-erve for Depreciation 
Furniture and Fixtures . . . 

Ix'ss Re=er\ e for Depreciation 
Total Tangible Fixed iVsscts 

Intangible Fixed .Wets: 

Patents — I jC". .Vmortiration . . 

Goodwill . 

Total Intangible Fixed .Vs-cts.. . 


S 20,000.00 

$130,000.00 

30.000. 00 120,000.00 

$ 00,000.00 

12.000. 00 78,000.00 

$ 15,000.00 

-1,000.00 11,000.00 

$ 5,000.00 

2,000.00 3,000.00 

$ 5..500.00 

2,200.00 3,300.00 

$235,300.00 


$ 6,000 00 

50,000.0'0 


56,000.00 
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If there are many fixed assets, space can be sa\ed by a balance 
sheet presentation similar to the following 


Cost 

Depreciation 

Be«erve 

Cost Less 
Depreciation 


Tangible Fixed Assets 

Land 

Buildings 

Alaclunery and Equipment 
Tools 

Delivery Equipment 

Furniture and Fixtures 

S 20 00000 
laOOOOOO 
00 00000 
15 00000 
5000 00 
5503 00 

$ 3000000 
12 000 00 

4 00000 
200000 

2 200 00 

$ 20 000 00 
120 000 00 
78 000 00 
11 000 00 
3000 00 

3 300 00 


Total Tangible Fixed Assets $28o 500 00 
Intangible Fixed Assets 

Patents — Less Amortisation 

Goodwill 

i 50 200 00 

S 6 000 00 
50 000 00 

S235 300 00 

Total Intangible Fixed As- 
sets 




56 000 00 



CHAPTER 27 

Departmental Operations 


Departmental profits. If a morchandWng concern operates t'^\'o 
or more departments, it is advisable to keep the accounts in such a 
way that a statement of profit and loss can be prepared showing the 
results of operations by departments. Some of the departments 
may be operating at a good profit, wherea.s other departments may 
be making only small profits or maj' be incurring losses. 

Determining gross profits by departments. To determine the 
gross profits by departments, as shown in the illustrative profit and 
loss statement on pages 402 and 403, the following departmental 
merchandise accounts were kept : 

Inventory — Department 4 

Inventory — Department B 

Sales — Department A 

Sales — Department B 

Returned Sales and Allowances — Department A 

Returned Sales and Allowances — Department B 

Purchases — Department A 

Purchases — Department B 

Returned Purchases and Allowances — Department A 

Returned Purchases and Allowances — Department B 


The trial balance in the working papers on pages 404 and 405 
shows the balances of these departmental accounts. The trial 
balance also shows that only one Freight In account was kept. If, 
in a business with departments, it is possible to analyze the freight 
bills to determine the freight costs applicable to each department, 
departmental Freight In accounts may be kept. In the illustration 
in this chapter it is assumed that the management prefers to make 
an approximate apportionment of the cost of freight in. rather than 
to incur the expense of analyzing the freight bills. The approximate 
apportionment was made on the basis of purchases, a.'; follows; 


Department Purrhascs Per Cent Freight In * 

A.. . $ Ctl.OJO 00 40''c S 720.00 

n 00 . 0,00 00 CO i.o^o.oo 

Total . SloO.OOOOO ~ lOQrt .SI.SQO.OQ 

-JO} 



(Sbawmg Net Profit or Loss on Soles by Departments) 
For tbe Year Ended December 31, 1918 
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statement of Profit nnd Lobs— C onfirmed 


Ch. 27] 


DEPARTMENTAL OPERATIONS 



403 









Ch. 27] 


DEPARTMENTAL OPERATIONS 


405 




406 


DEPARTMENTAL OPERATIONS 


[Ch 27 

Selling expenses. If it is desired to have the profit and loss 
statement show net profits or losses on sales by departments (as in 
the illustration on page 402), departmental selling expense accounts 
should be kept to the extent practicable The trial balance m the 
workmg papers shows that, in this illustration, only the following 
departmental expense accounts were kept 

Salesmen’s Salaries — Department A 

Salesmen’s Salaries — Department B 

In many eases it is not practicable to identifj' selling expenses by 
departments at the time they are incurred m such cases one account 
is kept for each type of expense and some basLs of apportionment for 
statement purposes is adopted The balances of such accounts are 
frequently apportioned to departments in the ratio of sales by 
departments, but this is only a “rough and ready” method and is 
not likely to be verj’ accurate because departmental expenses are 
rarely, if ever, proportionate to departmental sales 

If possible, some accurate basis of apportionment should be used 
for each expense In the illustration, it is assumed that the store 
rent was apportioned by departments on the basis of floor space 
occupied, and that the advertising was apportioned on the basis of 
advertising space occupied In some businesses it may be possible 
to apportion delivery expenses on the basis of the number of de- 
Ii\enes made for each department, nith proper consideration of 
differences m weight and bulk of the merchandise of the ^anous 
departments In this illustration it is assumed that such a proce« 
dure IS impracticable, and the apportionments were made on the 
basLs of sales, as follows 

Depreciation — 

Delivery Delivery 

Department Sales Per Cent Expense Equipment 

A s rooooro 375% $1 50000 $ 370 00 

B I20OOOOO 62 5 2 50000 62o 00 

Total S200 000 00 1000% $4 000 00 $t 000 00 

Dangers of approximations. To the extent that items of expense 
or income are allocated to departments by some method of approxi- 
mation, the departmental profit and Joss statement becomes a 
matter of guess work, judgments based on such a statement maj be 
erroneous, and, unless management maintains a constant awareness 
of this element of guesswork and possible error, unwise pohcies may 
be adopted 

Because the apportionment of general expenses and other income 
and expenses to departments would mvolve numerous approxima- 
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tions, the profit and loss statement on pages 402 and 403 is carried 
departmentally only to the point of net profit on sales. 

Columnax sales and purchase records. The trial balance in the 
working papers on pages 404 and 405 shows the follouang depart- 
mental accounts: 


Sales — Department A. 

Sales — Department B. 

Returned Sales and Allowances — Department A. 

Returned Sales and Allowances — Department B. 

Purchases — Department A. 

Purchases — Department B. 

Returned Purchases and Allowances — Department A. 

Returned Purchases and Allowances — Department B. 

To obtain these departmental accounts, it is advisable to use 
columnar books of original entrj* for sales, for returned sales and 
allowances, for purchases, and for returned purchases and allow- 
ances. 

The sales book, for example, may have columns as follows: 

Sales Book 
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The purchase book should ha\e three columns 

Credit Accounts Paj able 

Debits Purchases — Dept A 
Purchases — Dept B 

The returned purchases and allowances book should contain the 
following columns 

Debit Accounts Payable 

Credits Returned Purchases and Allowances — Dept A 
Returned Purchases and Allowances — Dept B 

Cash sales and cash purchases Chapter 9 show ed how special 
columns for cash sales and cash purchces maj be included m the 
cash receipts book and the cash disburvemenfs book If a business 
has onij two or three departments the c lah receipts book maj con 
tain a fealei column for each dep irtnient and the cash disbursements 
book maj contain a Purchases column for each depai tment The 
totals of these columns can then be posted to the departmental sales 
and purchases accounts 

But if the business is divided into a great manj departments 
Sales and Purchases columns cannot be provided in the cash books 
without making these books so wnde as to be inconvenient Under 
such conditions it ls advisable to add a Cash debit column to the 
sales book and to have onU one Sales column in the cash receipts 
book Cash sales will then be recorded in the two books thus 


Sales Book 




1 Debit's 

1 Credits 

Date 

I 

ActounU 

Receivable 

1120 

Cash 

1 bales 
Dept A 
4001 

Sales 
Dept li 


i 

V 1 Amount 



19-1 
Jan (l6. 

j 

( Ca. h 'ales 

1 1 

eoJoo 

(Coluinn total 


2o()m 


oot posted) 


Cash RecewVs Book 
Credits 


|L F I Amoant 


Accounts 

Receivable 

1120 


D ‘jcountj 
OD Sales 
8201 


Fa^ielS 


cooW 

( otoniii 
not posted) 
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The debit to Cash (in the sales book) and the credit to Sales (in 
the cash receipts book) are not posted. The posted entries are 
therefore : 

From the cash receipts book; The debit to Cash. 

From the sales bonk: The credits to the two 

Sales accounts. 

The illustrations on page 410 show a sales book and a cash re- 
ceipts book after the completion of footing and posting at the end 
of the month. The bookkeeper put an X at the foot of each of the 
two columns (Cash, in the sales bonk, and Sales, in the cash book) 
which were not to be posted. It will be noted that the totals of these 
two columns are equal, and the bookkeeper should always be sure 
that this is the case. 

Cash purchases may be recorded in a similar manner. That is: 

The purchase book will contain a Cash credit column, the total 
of which will not be posted. 

The cash disbm^ements book mil contain a Purchases debit 
column, the total of which will not be posted. 

Entries for cash purchases will be made in both books, the debits 
to the departmental Purchases accounts being posted from the pur- 
chase book, and the credits to Cash being posted from the cash 
disbursements book. 

Departmental inventories in the balance sheet. In the balance 
sheet of a business mth departments, the inventories may be set 
out separately, thus: 

Inventories: 

Department .4 . . $13,000.00 

Department B . 31.000.00 

Total . ?44.000.0<3 

If there are verA' many departments, it is impracticable to detail 
the inventories in the balance sheet: hence they may bo shown in 
total. 

Closing the books. The first step in closing the books of any 
business (whether departmentalized or not) is to make adjusting 
entries for deferred and accrued items and for reserves. The adjust- 
ing entries indicated by the working papers on pages 404 and 40.5 
are as follows : 

(a) Unevpired In.'uranco 
Insurance 

To sc; up the lierom-.i of iinevf’ired in<ur 

ance. 


2.30.00 

2.30 00 
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(b) Office Salaries 90.00 

Accrued Salaries 90.00 

Unpaid salaries at the end of the year. 

(c) Accrued Interest Receivable . • . . . 30.00 

Interest Income 30.00 

Accrued interest on notes receivable. 

(d) Bad Debts .... 420.00 

Reserve for Bad Debts ... 420.00 

To increase the rcser\'e to o^o of the accounts 
receivable. 

(e) Depreciation — Delivcrj- Equipment . . 1,000.00 

Res. for Depr. — Deliverj- Equipment 1,000.00 


To provide for depreci.ation at the rate of 259o per 
annum. 

The next step is to close the accounts used in determining the net 
profit on sales by departments. These accounts may all be closed 
to Profit and Loss; on the other hand, there is some advantage in 
closing them into two accounts called Selling Account — Depart- 
ment A, and Selling Account — Department B, because the ledger 
will thus show the net profit or loss on sales of each department. 
This latter method is illustrated in the following entries which close 
the books of The Randalia Company. 


Sales — Dept. .4 75,000.00 

Selling Account — Dept. A 75,000.00 

To clo<e the Sales account. 

Selling .Vccount — Dept. .4 400.00 

Returned Sales and Allowances — Dept. .4 400.00 

To close the Returned Salc.s and .Vllowanccs ac- 
count. 

Selling .Vceount — Dept. .4.. . . 17,000.00 

Inventory — Dept. .4 17,000.00 

To close out the inventor^' at the beginning of 
the year. 

Selling .\ccount — Dept. .4 00,720.00 

Purchases — Dept. .4 . . 00,000.00 

Freight In . . . . . 720.00 

To clo'C the Purchase.s acco\int. and to clo-e out 
the portion of Freight In applicable to Dcjiart- 
ment .4. 

Returned Purchases and .Vllowanccs — Dept. .4 600.00 

Selling .Vccouut — Dept. .4 GOO.OO 

To close the Returned Purchases and .Mlow ances 
account. 

Inventory — ^Depf. .4 13,000.00 

Soiling .\ccount — Dept. .4 13,000.00 

To put the inventory at the end of the year on 
the books. 
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Sales — Dev)t B 

\2>,00000 


Selling Account— Dept B 

To close the Sales account 

125 000 00 


Selling Account — Dept B 

900 00 


Returned Sales and Allowance. — Dept B 

To close 


900 00 

Selling Account — Dept B 

29 000 00 


Inventorj — Dept B 


29 000 00 

To close out the inventoiy at the beginmng of 
the j ear 



Selling Account — Dept B 

9l,OSO 00 


Purchases — Dept B 


90,000 00 

Freight In 

To close the Purchases account, and to close out 
the portion of Freight In applicable to Depart- 
ment D 


1 OSOOO 

Returned Purchases and Allowances — Dept B 

850 00 


Selling Account — Dept B 

To close 


850 00 

Inventory — Dept B 

31,000 00 


Selling Account — Dept B 

To put the iQ\ entory at the end of the year on 
the books 


31,000 00 

Selling Account — Dept A 

11,875 00 


Store Rent 


2,400 00 

Advertising 


1.600 00 

Salesmen’s Salanes — Dept A 


6,000 00 

Deliverj Expense 


1,500 00 

Depreciation — Deliver> Equipment 

To close the Salesmen’s Blancs account of De- 


375 00 

partment A, and to close out the portions of 
other selling expense accounts applicable to that 
department 



Selling Account — Dept B 

16,125 00 


Store Rent 


3,600 00 

Advertising 


2,400 00 

Salesmen’s Salanes — Dept B 


7,000 00 

Delivery Expense 


2,500 00 

Depreciation — Deliverj Equipment 

To close the Salesmen's Salanes. account of De- 


625 00 

partment B, and to close out the portions of 
other selling expense accounts appbcable to that 
department 



Selling Account — Dept. A (see page 413) now has a balance 

showing the net loss on sales of that department, and Selling Ac- 
count — Dept. B has a balance showing the net profit on sales of that 
department. The two accounts are closed by the following entry- 

Selling Account — Dept B 

19,745 00 

l,39o00 

Selling Account — Depit A 


Profit and Loss 

To close the Selling accounts 


18,350 00 
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Selling Account— Department A 


413 


194S: 

Dec. 


'31 

■31! 

31 

31 

31 

31 

31' 

131' 

h 


191'' 


Rtd. S. & .A. 

•J 

40<1 

00 

31 



J 

75.0(10 

Inv., 12/31/47 

.1 

17,000 

00 

ol 

Rtd 

P. A A. 

J 

, 600 

Purchases 

.1 

60,000 

I-IO 

31 

Inv.. 

12 31 4<; 

.J 

13,000 

Freight In 

.1 

7'20 

(TO 

'31 

To P 

A-L. 

1 J 

1.305 

Store Rent 

I 

, 2,400 

;oo 






■Adverti'ing 

■’ll 

1 1,600 

.on 

1 



1 ' 


Sales Salaric' 

Ml 

6,000 

no 

1 



[ ^ 


Del. Exp. 

, 1 1 1..500' 

:oo 

1 





Depr — Del. E (u.p 

J! 

1 375 


1 



i ; 

i 


1 

1 S9,99.1 

2p] 

a 



Li 

1 S9,991, 


194S ] 

Dec. 31) Rtd. S. & -A. 

,313 inv., 12/31 '47 
jSl' Purchases 
|3lJ Freight In 
IsP Store Rent 
jSlj Advertising 
js 1 1 Sales Salaries 
31 ( Del. Etp. 

31' Depr. — Dei. Equip 

SllTo P. * L. 


Selling Account — Department B 


J . 

900 00 Dec 

31 

.''.lies 

J , 

‘29,000 00 

31 

Rtd. P 

.1 

90,000 00 

31 

Inv , 12 

.1 ' 

1,0S0 00 



J 

3,600 00 



,J 

2,400 00 



J 

7,000 00 

4 


J 

2..300 00 



J, 

62.1 00 



Ji 

19,74100 



r 

I56,S50 00 




j; 12.5,000 00 
& -A J ' S.50 00 

31 4S J 31.000 00 


I 


i 150,5.10 00 


The remaining closing entries are similar ’to tho=e illustrated in 
preceding chapters. 


Profit and Loss 

OCfice Salaries . 

Officers’ Salaries 
Insurance . . 

Miscellaneous General E'lpenses 
Bad Debts 

To close the general erpense account'. 

Discount on Purch.V'C> 

Interest Income 

Profit and Loss . . 

To close the other income account'. 


14,620 00 

2.400 00 
lO.Ono 
COO 00 
1.200 00 
420 00 


1,200 00 

SO 00 

1.250 00 


Profit and Los,' 

Discount on Sale' 

Inte.^t Expense 

To close the other cxpe.a'C account^. 

Profit and Loss. . . . 

Earned Surplus . 

To transtor the ret income to Stu-plus. 

fasmod Surplus ... 

Di-ridends . 

To clo^e the Dividend.^ account. 


1,72100 

1,600 00 
125 00 


.42n1 00 

.3.2S5 00 


i.noj 00 

5,000 00 


BBSS 
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Follow’ing IS the Profit and Loss account produced by posting 
the foregoing closing entries 


Profit and Loss 


1948 




1 

1018 



— 



Dec 

31 

Aet Loss on Sales — 



Dec 

31 

Net Profit on Sales 






Dept A 

J 

l,39o'« 



— Dept B 

J 

19,745 

00 



Ultice tialanea 

J 

2,400 Ot 


3J 

Ujsc on Purchases 


1,21X 

00 


31 

Ulticers Kalaries 

J 

10,000 OC 


31 

Interest Income 



00 


31 

Insurance 

J 

600 OC 








31 

Misc Gen Exp 

J 

1,200 OC 








31 

Bad Debts 










31 

Disc on Sales 

J 

1,600M 








31 

Interest Exp 

J 

12o'od 








31 

To Earned Surplus 

J 

3,285 oof 











21.0250^ 




21,025 

00 


Net income by departments. An attempt is sometimes made to 
cany the departmental profit and loss statement to the final point 
of net income or net loss. Such a statement is illustrated on pages 
416 and 417. It is assumed that. 

(a) The bad debt losses by departments rvero determined by 

analyzing the accounts receivable to determine prospective 
uncollectible charges resulting from sales of Department A 
and sales of Department B. 

(b) The office salaries, officers’ salaiies, and miscellaneous gen- 

eral expenses ^vere apportioned to departments on the 
basis of sales for want of a better basis 

The discount on purchases uas apportioned to the two de- 
partments in the ratio of purchases on the assumption that 
the same discount rates were offered by the sellers of mer- 
chandise for both departments and that discount oppor- 
tunities m both departments were taken advantage of 
to the same degree. 

The discount on sales was apportioned to the two depart- 
ments in the ratio of sales, on the assumption that the same 
discount rate was offered to customers of both depart- 
ments, and that the customers of both departments took 
advantage of their discount opportunities to the same 
degree. 

Interest income was apportioned on the basis of sales, on the 
assumption that the mterest was earned on notes received 
from customers 

Interest expense was apportioned on the basis of purchases 
on the assumption that funds were borrowed to finance 
purchases. 
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It is ob^■ious that most of the foregoing assumptions are of 
doubtful validity and that the apportionments are subject to ques- 
tion. The computations are shown below: 


Apportionments on Basis of Sales 


S.ales.. 

Per cent 

Office Salaries 

Officers’ Salaries. . . 

Miscellaneous General Expense. . 

Interest Income ... 

Discount on Sales 


Total Dept. .-I Dept. B 

$200,000.00 .$75,000.00 $125,000.00 

100.0''i 37 . 5^0 02.5^0 

$ O.IOO.OO $ 900.00 $ 1,500.00 

10,000.00 3,750.00 0,250.00 

1.200.00 -150.00 750.00 

$0.00 30.00 50.00 

1.600.00 600.00 1,000.00 


Apportionments on Basis of Purchases 


Total Dept. .-1 Dept. B 

Purchases $150,000.00 $60,000.00 $ 90,000.00 

Percent lOO^c -lOC;' 60^^, 

Discount on Purch;ises ... . $ 1,200.00 .$ 4S0.00 $ 720.00 

Interest Expense 125.00 50.00 75.00 


(c) The insurance was apportioned to departments in the ratio 
of the average inventories on the assumption that the 
premiums were paid for insurance on the merchandise. 
(Automobile insurance was charged to DeUverj- Expense.) 
The computation is shown below: 


Inx-cntories, December 31, 1917 
Inx-cntories, December 31, 191S 

Total 

Ax'crage Inx'cntorics . . 

Fractions 

Insurance 


Total Dept. .4 Dept. B 
$16,000.00 $17,000.00 $29,000.00 
41,000.00 13,000.00 31,000.00 

$90,000.00 $30 ,000.00 $60.000.00 
$15,000.00 $15,000.00 $36,000.00 

}s 7 3 

$ 600.00 $ 200.00 $ 100.00 


Significance of the statement. Because the apportionments of 
expenses are to such a large degree based on assumptions which may 
not be valid, complete reliance should not be placed on the amounts 
showm as net loss for Department A and net profit for Department B. 

^Moreover, even if no assumptions had been made and all expenses 
were definitely allocated to departments, the fact that Department A 
shows a loss should not be accepted as a conclusive reason for dis- 
continuing it. The discontinuance of Department A would result 
in eliminating all the gross profit resulting from its operations, but it 
would not result in eliminating all the expenses which were charged 
to it. Before reaching any decision with respect to the advisability 
of discontinuing Department A, the management should make a 
study of the expenses and the items of miscellaneous income for the 



(Showing Net Income hf Deputments) 
For the Year Ended December 31, 1948 




statement of Profit and Loss — Continued 
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purpose of determining the probable reductions which would result 
from such a discontinuance. The following statement is assumed 
to be the result of such a study. 


Probable Reduction in Expenses and Miscellaneous Income Which 
Would Result from Discootmuance of Department A 



Charged 

to 

Department A 

Effect of 

Discontinuance of 
Department A 

Eliminated 

Not 

Eliminated 

Selling Expenses 




Store Rent 

S 2,400 00 


S 2,400 00 

Advertising 

1,600 00 

S 1,600 01 


Salesmen's Salaries 

6,000 00 

6,000 00 


Delivery Expense 

1,500 00 


1,500 00 

Depreciation — Delivery Equipment 

375 00 


375 00 

Total Selbng Expenses 

$ 11.870 00 

8 7.600 00 

8 4,27o 00 

General Expenses 




Office Salaries 

8 000 00 


8 900 00 

Officers’ Salaries 

3,750 00 



Insurance 

200 00 

8 200 00 


Miscellaneous General Expense 

450 00 

15000 

300 00 

Bad Debts 

150 00 

150 00 


Total General Expenses 

t 5.4o0 00 

S 500 00 

8 4,9o0 00 

Other Income 




Discount on Purchases 

$ 480 00 

8 480 OC 


Interest Income 

30 00 

30 OC 


Total Other Income 

$ 810 00 

S 510 00 


Other Expenses 




Discount on Sales 

$ 600 00 

$ COOOO 


Interest Expense 

oOOO 

50 00 


Total Other Expenses 

$ CiOOO 

S 650 00 



The first column shows the items of expense and income \\hich 
appear in the Department A columns of the profit and loss state- 
ment on pages 416 and 417. The second column shows the items 
which, in the opinion of the management, would be eliminated if 
Department ^ «ere discontinued The third column shows the 
items which\the management beheves w'ould be retained. The 
managements conclusions were reached as follows 

The storelrent charged to Department A would not be reduced 
because the entire space would have to be retained under the lease 
The advertising and salesmen’s salary cliarges could be eliminated 
The delivery clquipment and the dn\ er would have to be retained to 
make deliveries for Department B There is only one office em- 
ployee, and no portion of her salary could be eliminated. The 
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officers’ salaries would not be reduced. Since the merchandise in- 
ventory of Department A would be eliminated, the insurance cost 
applicable to it would be eliminated. It is estimated that one third 
of the miscellaneous general expense apportioned to Department B 
could be eliminated. With the discontinuance of sales by Depart- 
ment A, there would be no bad debt losses in that department. 
Without purchases and sales in Department A, the sales and pur- 
chase discount would disappear, as well as the interest income on 
receivables arising from Department A sales, and the interest ex- 
pense incm-red to make purchases for that department. 

The consequences of discontinuing Department A can now be 
estimated as follows: 

Estimated ESect on Net Income Which Would 
Result from Discontinuance of Department A 

Net Income of Departments .4 and D S3,2S5.00 

Net Income Which Would be Lost b\ 

Discontinuinp Department .4. 

Income I./i#t: 

Gross Profit on Sales 
Other Income 
Tot.al Income Lost 
Expense Reductions; 

Sellins Expenses 
General Expenses 
Other Expenses 
Total Expense Reduction 
Net Income Lost 
Resulting Net Income 


S10,4S0.00 

510.00 

$10,090.00 

$7,000.00 
500.00 
C.50 00 

S, 750.00 

2 , 210.00 

$1,015.00 


Surprising as it may at first seem, the foregoing statement indi- 
cates that, although the departmental profit and loss statement on 
pages 41G and 417 shows that Department A's operations resulted 
in a net loss of -SG.OSo.OO. the elimination of that department would 
not increase the net profit of the business as a whole .?6,9S.5.00, 
but would reduce it from .S3.2So.OO to ?1, 045.00. 

Contribution to overhead. Some accountants now prepare state- 
ments in wliich no attempt is made to show the net income, or even 
the net profit on sales, by departments. Instead, each department 
is credited with the income and charged with the expenses which, 
in the opinion of the management, would disappear if the depart- 
ment were discontinued. The e.xcess of such income over the “di- 
rect” departmental e.xpenses represents the contribution of the 
department to what may be called the overhead of the business 
as a whole, or nondepartraental overhead. Such a statement is 
illustrated on pages 420 and 421. 
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CHAPTER 28 

Theory and Principles of Accounting 

Purpose of chapter. Some of the principles which govern ac- 
counting have been stated and discussed in the preceding chapters in 
connection with the valuation of assets and the determination of 
income, expenses, and net income Other principles, although not 
formally stated and discussed, have been implicitly recognized in the 
discussions of correct procedures It is the purpose of this chapter 
to present a brief, but comprehensiv e statement of generally accepted 
fundamental principles 

“Present fairly.” Audit reports rendered by certified pubhc 
accountants usually contain an “opinion” expressed in language 
similar to the following “In our opinion, the accompanjung balance 
sheet and related statements of profit and loss and surplus present 
fairly the financial condition of The A B Company on December 31, 
19 — , and the results of its operations for the jear ended that date, 
in accordance with generally accepted accounting pnnciples ” 
Audit reports formerly contained a “certificate,” which usually 
was worded somewhat as follows “We herebj certify that, in out 
opinion, the accompanying balance sheet and related statements of 
profit and loss and surplus correctly reflect the financial condition 
of The A B Company on December 31, 19 — , and the results of its 
operations for the year ended that date ” 

The change in language from “correctly reflect” to “fairly re- 
flect” IS a recognition that periodical balance sheets and operating 
statements can rarely be statements of absolute fact, and therefore 
cannot be regarded as “correct” m any absolute sense Usually they 
can be no more than a mixture of facts, estimates, and opimons 
Since accountants may honestly differ in matters of estimate and 
opinion, diffenng statements may be made and defended by different 
accountants However, all accountants should be governed by 
basic accounting principles 

Accountmg prmciples What are these basic accounting prmci- 
ples? Although the “opimons” in accountants’ reports make refer- 
ence to “generally accepted accountii^ prmciples,” no authonta- 
tive compilation or code of pnnciples exists 

A principle is a fundamental truth, a fundamental law, or a 
422 
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fundamental assumption wliich forms the basis of reasoning or con- 
duct. But principles cannot be e.'^tablished in accounting, as thej' 
are in the realm of natural sciences, b}-- experimentation. Nor have 
they been determined, as in the law, by authoritative pronounce- 
ment, although progress in that direction is being made. The 
American Institute of Accountants has issued bulletins dealing mth 
matters which may be regarded as principles, but the opinions e.x- 
pressed in these bulletins are not law, nor have all of them been gen- 
erall}' accepted by the profession. The American Accounting Asso- 
ciation also has done commendable work in formulating statements 
of accounting standards, but the pronouncements of the Association, 
as well as those of the Institute, have not been unanimously ac- 
cepted. The Securities and Exchange Commission has issued rules 
which touch the realm of accounting principles: these are binding 
onl}' on those persons who are subject to the authority of the Com- 
mission, but they ma}"^ be expected to exercise a pronounced influence 
on the practice of accounting generally. 

Although there is no formal, comprehensive, authoritative state- 
ment of accountmg principles, certain tenets are of such fundamental 
importance that they are generally accepted as principles. These 
are stated and discussed in the remainder of tliis chapter. 

The cost basis of accounting. Cost is the generalUj accepted basis 
for accounting for assets and expenses. Charges to asset and expense 
accounts should generally be made on the basis of cost — or, in other 
words, on the basis of actual expenditures. 

It is a ^iolation of the cost principle to value assets in the ac- 
counts at more than cost, because this would involve an anticipation 
of profits. Actual costs should not be surcharged with theoretical 
additious by such practices as including interest on plant assets in 
the cost of goods manufactured, recording constructed fi.xed assets 
in the property accounts at a theoretical purchase price in excess of 
construction cost, valuing goods in process at various stages of com- 
pletion at theoretical purchase prices, or charging operations with a 
theoretical rent on owned real estate in excess of the actual e.xpenses 
incurred. 

It is also a \’iolation of the cost principle to value as.sets at less 
than cost merely for purposes of conservatism, because the profits and 
the net worth are thereby understated. It is, of course, nccess.arj’ 
to give recognition to expired costs and lost costs in determining 
asset valuations. 

The cost principle requires that assets, in general, shall be 
valued in the accounts at cost, or at cost minus the portions of cost 
which have been properly charged to operations by depreciation 
pro\nsious or otherwise. The cost principle also requires that the 
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charges to operations for depreciation and other asset expirations 
shall be on the basis of cost 

An expenditure need not result in the acquisition of a tangible 
asset to justify charging it to an asset account In general, it may 
be said that any expenditure for a service or other intangible which 
can reasonably be expected to benefit the business during at least 
one period bej ond the period m which the expenditure is made can 
properly be charged to an asset account, and the asset or diminish- 
ing portions thereof may properly be regarded as continuing to exist 
so long as benefits are derived from the expenditure 

The cost basis is sometimes criticized by people who belie\ e that 
reports would be more informative if all asset values were stated at 
market replacement prices at the date of the report Market values 
of plant and other assets may be information of significance, but it 
does not follow that the cost basis of accounting should be abandoned 
in favor of an accounting procedure which would require appraisals 
and revaluations of all assets at each balance sheet date There are 
two reasons why such a procedure would not be desirable First, it 
would introduce unrealized profits and losses into the accounts 
Second, although there are many difficult problems involved m the 
determination of cost, there is more defimte and objective evidence 
for the determination of costs than for the determination of market 
values market or replacement values are often matters of pure opin- 
ion, estimate, and conjecture It would seem that whatever bene- 
fits might be obtained by a penodical revision of the accounts to a 
current price basis could be obtained by stating such \ alues paren- 
thetically m the balance sheet 

Detennmation of asset costs The cost of an asset includes not 
only the basic or purchase price but also incidental costs such as 
the following costs of title searches and legal fees incurred in the 
acquisition of real estate transportation installation and breaking in 
costs incident to the acquisition of machinery storage, insurance, 
taxes, and other costs incurred in aging certain kinds of inventories, 
such as wine and expenditures made in the rehabilitation of a plant 
purchased in a run-down condition 

Problems anse in the detcmunation of asset costs if sev eral dis- 
similar assets are acquired at a lump price, or if purchase discount or 
interest is inv oHed or if payment is made otherwi^se than in cash 
Some of these problems are discussed m the following paragraphs 

If several kinds of assets are acquired by a cash payment at a 
lump price, the aggregate cost must be apportioned to the v anous 
assets This immediately introduces an element of opinion, and 
the effects upon current and subsequent income statements and bal 
anco sheets should be recognized Thus, if land, buildings, and 
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merchandise are acquired at a lump price, the apportionment of the 
cost affects the comjjutation of merchandising profit durine a rela- 
ti\'ch' short period, the building depreciation charges during a rela- 
tively long period, and any gains or losses ^vhich maj' result from a 
disposal of the fixed assets. 

Although it is customarj’ to show cash discounts on merchandise 
purchases as income, this procedure is coming to be recognized as a 
violation of the cost principle. A cash discount of 1% for payment 
wthin 10 days is equivalent to an interest rate of about 3G^c per 
year; this rate is so high that purchase discounts cannot reasonably 
be regarded as income for the use of money; moreover, a profit can- 
not be made on a purchase. Wffien cash discounts on merchandise 
purchases are treated in the operating statement as income rather 
than as a deduction from the merchandise cost, the procedure is a 
ifiolation of the cost principle: it is sanctioned partly because of cus- 
tom and partly because of the difficulty of applying discounts as a 
reduction of purchase costs for purposes of inventor}- valuations. 
(The discount would have to be applied to each item in each invoice, 
to obtain the net price; and net prices, if accurately stated, would 
run into fractions of cents — for instance, the net price of an article 
purchased for S4.35, subject to a 1% cash discount, would be 
S4.3065.) But 110 such practical objection can be raised against 
appljdiig cash discounts as a reduction in the cost of a fixed asset, 
and fixed assets should therefore be charged to the accounts at their 
net cost. 

If tune intervenes between the date of purchase and the date of 
pa 3 unent and an interest charge is incurred, the interest should be 
recorded as an expense and not as an addition to the cost of the a.«set. 

If time intervenes between the date of purchase and the date of 
pajunent (or dates of installment pajunents) and no interest is men- 
tioned, a part of the total pajunent ma^* really be in the nature of 
interest. However, it usuall.v is considered impracticable to attempt 
to give recognition to it; to do so would necessitate the adoption of 
an arbitrarj' interest rate, and business management is disposed, 
particularh' in matters of minor consequence, to be more influenced 
b^- practical considerations than b^’ accounting principles. 

If assets are acquired b\' issuance of stocks or bonds, the price at 
which the securities could have been sold for cash is the true cost of 
the assets. For instance, if land was acquired b\' issuance of 
.$50,000.00 par value of bonds which could have been sold for 
$55,000.00 cash, the entrv to record the transaction should be: 

IW... . . o5,OX).00 

BoncL- Payable. . . . - 50 . 000.00 

Premium on BiTirP. 5,000.0*3 
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If the cash ^ alue of the securities at the date of issuance cannot be 
determined, the pnce at which the asset could have been acquired 
for cash is an acceptable measure of cost 

The determination of the cost of an asset acquired in a transac 
tion m which some other non cash as^et is part or all of the considera- 
tion may present difficulties For instance, assume that a machine 
is purchased at a price of SI, 500 00, that Sl,000 00 is paid in cash, 
and that the seller accepts, as the remainder of the price, an old ma- 
chine which IS earned at a depreciated cost of S400 00 and which 
could ha\e been sold for $250 00 Did the new machine cost 
$1,500 00 (the nominal cost), or $1,400 00 (the sum of the cash and 
the undepreciated cost of the old machine), or $1,250 00 (the sum of 
the cash and the cash value of the old machine)*^ From a theoreti- 
cal standpoint, $1,250 00 appears most truly to represent cost be- 
cause it is the sum of cash and cash equivalent A 81,500 00 cost 
appears to be the least supportable because it invoh es the taking of 
a profit of $100 00, this profit,” although nominally arising from 
the disposal of the old asset, is so related to the purchase transaction 
that Its realization is debatable A $1,400 00 cost has some theo- 
retical justification since it is, in a sense, cost on a going concern 
basis, that is, it is a \aluation which includes an unexpired old plant 
cost plus an additional cost 

Asset and expense expenditures Expenditures chargeable to 
asset accounts and those chargeable to expense accounts should be care- 
fully distinguished 

In a broad sense it may be said that most expenditures, at the 
moment they are made, are expenditures for assets, since they result 
in the acquisition of something of value Therefore, it might be 
theoretically correct to charge most, if not all, expenditures to asset 
accounts and to v\ rite off these assets as expenses of the penod or 
periods benefited But since, at the time of making some expendi- 
tures (such as the paj ment of a month s rent on the first day of the 
month), it is known that the benefit to be derived will not extend 
beyond the current accounting penod, it is convenient to charge such 
expenditures immediately to expense In general, it may be said 
that an expenditure may be charged to an expense account if it is 
not expected to benefit any accounting period beyond the one m 
which it IS made, and that an expenditure may be charged to an 
asset account if it is expected to benefit at least one future penod 
But this statement is subject to exceptions For instance, if a tire 
IS replaced on a truck, the cost presumably would be charged to ex- 
pense, because it is a minor replaeement and a similar preceding cost 
remains m the asset account 

Problems of distmgmshmg properly between expenditures 
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chargeable to asset accounts and expenditures chargeable to expense 
accounts arise most frequently in connection \yith fixed assets. 
Some of these problems were discussed in the chapter on fixed assets, 
under the caption “Capital and revenue expenditures.’' 

Departures from the cost basis. AUhoiigh cost is the generally 
accepted basis for accounting for assets and expenses, other bases are 
soynetimes preferable or acceptable. 

The gross amount of accounts receivable can scarcely be said to 
represent their cost, because of the profit element in the selling price 
of the merchandise for which the receivables were obtained. INIore- 
over, the estimated realizable value of the receivables is the only 
significant basis for their valuation, and they are, therefore, properly 
valued at the gross amount less the reserve for losses. 

Valuations of other current assets, such as inventories and tera- 
porar}' investments in marketable securities, at market values which 
are less than cost are generall 3 '- recognized as desirable departures 
from the cost basis. Or perhaps it might be more precise to saj- that 
the reduction from cost to market is a recognition of lost costs. 

Cost transformations and expirations. Cost transformations and 
cost expirations must be differentiated. During a period of operations, 
some costs will be transformed and othem will expire: those which 
are transformed will remain as assets, although their nature -will have 
changed; those which have expired should be charged to income or 
surplus. 

Costs are transformed bj' the process of production. INIanufac- 
turing costs are incurred initiallj- for materials, labor, and overhead; 
b}’- the transformations of the manufacturing process, these costs be- 
come merged into goods in process and finished goods. 

Costs expire as a result of utilization; for instance, the cost of 
postage stamps expires when the stamps arc used. Although utiliza- 
tion is a cause of cost expiration, it should be clearh' understood that 
utilization does not alwaj's result in an expiration of cost. For 
instance, the cost of gasoline used in an engine which furnishes power 
for a factor}' becomes transformed into the cost of the finished goods; 
the cost of gasoline consumed in the motor of a truck used to de- 
liver sold goods is an expired cost. Similarlj', the rent of a factor}’ 
building for a month becomes a transformed cost at the end of the 
month; the rent of a s.ales room becomes an expired cost. 

Costs are regarded as lost if they disappear without utilization; 
for instance, the cost of stolen merchandise is a lost cost. 

Allocation of costs. In the allocation of costs no special favors 
or cost exemptions should be granted. 

One application of tliis principle was mentioned in Ch.apter 26 
in the discussion of the propriety of including a charge for manu- 
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factunng expenses m the cost of fixed assets constructed Unless 
constructed fixed assets are charged with a proper portion of manu- 
facturing expenses, a special favor or cost exemption is granted to 
the fixed assets 

Because of the labor and difficulties inv olved m the determma- 
tion of matenal, labor and oi erhead co«Ls of bj products they are 
sometimes charged with only matenal costs, and sometimes ^ith no 
costs at all This may be a case where departure from an accounting 
pnnciple must be permitted becamsc of the difficulty of obtainmg 
the information which would be required to comply with the pnnciple 
Because a certain company e operations were seasonal, its plant 
was comparati\elj idle for 6e\eral months during the year To 
keep its plant busy during this penod the company accepted an 
order for a «pecial product at a pnee which included the costs of ma 
terial and direct labor (but no o\ erhead) and a profit ” The 
management instructed its accountant to charge all the manufac- 
turing expease for the y ear to the regular products and none to the 
special product, defending thts procedure on the ground that no addi 
tional overhead was incurred because of the manufacture of the 
special product Although the profits of the business as a whole 
presumably were increased bv the manufacture and sale of the 
special product, a cost exemption nas granted to the special product 
at the expease of the regular product As a consequence, the profit 
on the regular product was understated and a profit on the special 
product was shown although a loss probably was meurred That 
the total profits of a business can be increased by selling goods at a 
loss may at first seem anomalous but it is obvious that over all 
profits may be increased by the manufacture and sale (if vnthout 
mterference with the other activities of a business) of a product at a 
price sufficient to cov er matenal and labor and a portion of o\ erhead 
which otherwise would have to be charged to other products 
Management may, therefore, regard such sales as good business 
pohey, but they should not expect accountants to misstate the costs 
of, and profits on, the various products 

Cost expirations and residues All costs expired during a penod 
should he charged against the income for the penod (or perhaps, in 
special instances, against earned surplus), and provision should be 
made for future costs applicable to current income 

The balance sheet and income statement will not present fairly 
the financial condition of a busmess and the results of operatioas 
unless a proper difTerentiation is made between costs which hav e ex- 
pired and those which remain as as-sets 

In determining the amounts of cost expirations and cost residues, 
accountants attack the problem from two directions 
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(a) Bj' making decisions as to asset expirations and accepting 

the remainder as asset residues. 

This is the procedure normally applied to fixed asset and 
expense prepaATnent costs. The proA'isions for dej^recia- 
tion, depletion, amortization, and expense prepayment 
ASTite-offs are intended to apportion costs ratably oA'er the 
periods benefited; the resulting asset net A’aluations are 
considered acceptable for balance sheet purposes because 
they represent unexpired cost, or A'aluc in use, there being 
no need that the as.-^et residue shown by the balance sheet 
should represent a realizable A'alue. 

(b) By making decisions as to asset residues and accepting the 

remainders as asset expirations. 

This is the theoretically correct procedure to be applied to 
current assets because, with respect to such a.^sets. em- 
phasis should be placed upon realization rather than upon 
use. For this reason accountants apportion total mer- 
chandise costs between residues and expirations by placing 
a conserA'atiA'c A'aluation on the inA'entorj’ and regarding 
the e.xcess of the total merchandise cost over the inA'entory 
valuation as the asset expiration. 

The deteiTnination of the amounts of e.xpired costs and cost resi- 
dues should be made with the purpose of absorbing costs over the 
periods benefited (in the case of fi.xed assets and expense prepay- 
ments) or valuing assets on a realization basis (in the case of current 
.assets). Therefore, the amounts recorded as expirations should not 
be determined by any consideration of the effect upon profits, or of 
the .amount of “profits” aA-ail.able for reseiwe provisions. Deprecia- 
tion should be recognized as a cost expiration for Avhich pro\-ision 
must be made regardless of whether operations for the period are 
profitable or unprofitable. Costs of tangible assets, intangible 
assets, and expense prcpaA'inents Avhich will be of no benefit to future 
periods should be written off, or written down to re.aliz.able A'alues. 
and should not be carried along in the accounts for subsequent 
Avrit e-offs; the expired or lost costs should be immediately recog- 
nized. 

Companies sometimes sell their products with agreements to 
proAude sendee for a period of time without cost to tlie purchaser; 
goods are sold tvith guarantees; a lessee may agree to return the 
leased property to the lessor at the end of the lease period in the con- 
dition in which it existed at the beginning of the lease; pi-cmium 
coupons redeemable in merchandise are issued. As a result of these 
.and similar tnansactions and contracts, income may be received in 
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one penod and costs applicable thereto may be incurred in subse 
quent penods Provisions for such future costs should be made by 
setting up resen es bj charges to operations m the period in which the 
revenue is received 

Revenue, reahzed revenue and mcome The terrmnologj of 
accounting is not crj stalhzed and precise Such terms as revenue, 
income and profit are u«ed by some accountants as synonjms and 
by others as having different meamngs 

TVe shall coasider reienm to be an inflow of assets but it must be 
recognized that there are inflow^ of assets which are not revenue 
Obviously an inflow of capital funds from stockholders is not 
rev enue to a corporation nor should a buiiness regard as rev enue an 
inflow of assets which is offset by an increase m liabilities Rev enue 
consists of an inflow of assets in the form of cash receivables, or other 
property from customers and clients and is related to the disposal 
of goods or the rendering of serv ices 

Revenues mav be realized or unrealized that is to say, the inflow 
of as«ets maj be earned or unearned Reahzed revenues represent 
earnings which maj properly be credited to Profit and Loss un- 
realized revenuee should be recorded b> some procedure such as 
setting up deferred credit accounts Realized revenues are some 
times called grost income 

Income is realized revenue resulting from sales or «ervices 

If income is earned by selling merchandise it is called profit 
The term profit is not properly applied to income derived from the 
rendering of services 

When IS revenue realized'^ Revenues should not be regarded as 
earned until an asset increment has been realized, or until its realization 
18 reasonably assured 

IVhen IS an as^et increment realized’ The realization of rev enue 
customarily involves a long senes of activities the purchase of ma- 
terial®, the fabncation of product the sale of the product and some- 
times the 6 ub«equent rendenng of semce or the fulfilment of guar 
antees All these actmties are conducted foi the purpose of making 
a profit At what point in the senes shoiid the revenue he regarded 
as earned or realized’ 

The point of sale is the step in the senes of actmties at which the 
revenue generally is regarded as reahzed This point has been gen 
eraU> adopted because ( 1 ) it is the point at which a conv ersion takes 
place (merchandise ls exchanged for cash or a receivable), and ( 2 ) it 
IS the point at w hich the amount of the rev enue is determinable from 
a sale pnee 

But rev enues are sometimes regarded as earned before a sale is 
completed, if the realization of an asset increment is reasonably 
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assured. For instance, if goods are manufactured under a cost-plus 
contract and the amounts of revenue applicable to completed por- 
tions of the contract are determinable, realization of revenue may 
be reasonably assured even though delivery and transfer of title 
have not been made. The taking up of profits on fixed-price con- 
tracts in process is of doubtful proprietj', because completion costs 
usually cannot be estimated with accuracy; therefore, there is no 
certainty regarding an ultimate profit. In other words, an asset 
increment is not reasonably assured. 

On the other hand, revenues may not be regarded as earned until 
some time after the date of sale. \^Ten merchandise is sold on ac- 
count, the hazards of collection are increased if pajunents are to be 
made in installments; therefore, the taking of profits may be de- 
ferred until collections are received. For instance, if goods which 
cost $100.00 are sold for $150.00, payable in ten installments of 
$15.00, the imtatlmeni sales basis of talcing up profits may be 
adopted; no profit is regarded as earned at the date of .“jale; the 
entire $50.00 difference between cost and selling price is credited to a 
deferred profit account; since two thirds of the selling price is a re- 
turn of cost and one third is prospective profit, each $15.00 install- 
ment collection is regarded as $10.00 return of cost and .$5.00 profit; 
therefore, when each installment is collected $5.00 is regarded as 
realized revenue to be transferred from the deferred profit account to 
an earned profit account. 

When should revenues from ser^'ices be regarded as realized? 
The theoretically correct answer seems to be; in the period in which 
the services are rendered. However, practical considerations may 
lead to a postponement of the taking up of income. The rendering 
of the service may extend over more than one period and the amount 
to be charged for the entire service may not be determinable until 
completion; therefore, the revenue applicable to services rendered 
during periods prior to completion cannot be known. 

Unrealized appreciation. The accounting principle that rev- 
enues should not be regarded as earned until an asset increment has 
been realized, or until its realization is reasonabh' assured, is violated 
if unrealized appreciation is regarded as revenue. 

Let us .a.'^sume that a company purchases marketable securities 
for $50,000.00 and that, at the end of the accounting period, these 
securities have a market value of $00,000.00. Has $10,000.00 of 
revenue been realized? No. The securities have not been sold, and 
the market price may decline before they are sold; therefore, no 
as^et increment has been realized and there is no reasonable assur- 
ance that an increment will be realized. 

Profits and sa^dngs. A sa\ing. but not a profit, results from 
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manufacturing a thing at a coat less than the price at ^vhich it could 
ha\ e been purchased To regard such savings as profits is a viola 
tion of the aecounting principle relative to the realization of asset 
increments 

Compames which construct fixed assets for their own use at a 
cost less than the market purchase price sometimes desire to record 
the fixed assets at the theoretical purchase price and take up a profit 
The manufacture of fixed assets may increase the future profits 
reducing their costs and the future depreciation charges but a 
present sa\mg with a prospect of increased future profits should 
not be confused with a realized profit 

Ultimate profits on sales of merchandise may be increased b) 
manufacturing the goods instead of purchasing them but no profit 
should be regarded as realized until the goods are sold 

Conservatism Consenatism, although desirable, is not a justifi 
cation for the understatement of net worth and the misstatement of net 
income 

Accountants believe that the balance sheet should present a 
conscr\ati\e picture of the financial condition of a business that 
the profit and loss statement should present a consen ati\ e picture 
of the earnings and that, when matters of opinion or estimate are 
involved it is commendable m instances of doubt, to understate the 
net worth and the net income rather than to ov erstate them 

The emphasis on conserv atism doubtless arose from the fact that, 
m the early days of the development of public accounting practice, 
the owners of a business were active m its management and were m 
formed about its affairs therefore the «er\ices of public accountants 
were principally required for the preparation of reports for bankers 
and other grantors of short term credit Grantors of credit were 
pnmarily interested in the margin of security for their loans they 
were naturally disposed to regard balance sheet conservatism as a 
safeguard and hence a basic virtue and it was natural that public 
accountants should be influenced by their attitude 

Conservatism is still regarded as a vnrtue, it may even be re- 
garded as justifying a departure from procedures which coufd he de- 
fended from the standpoint of good accounting theory For in 
stance, m the preceding discussion of pnnciples apphcable to the 
recording of costs, it was pointed out that any expenditure for a 
service which can reasonably be expected to benefit the busmees 
during more than one period can properly be charged to an asset 
account, and the asset, or dimimshing portions thereof may properly 
be regarded as continuing to exist so long as benefits are to be de 
rived from the expenditure This is sound accounting theory But 
suppose that large expenditures are made for an advertising cam. 
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pai^, the benefits of which may be expected to extend beyond the 
period in which the expenditures are made. It might bc'theoreti- 
call}' correct to carrj" forward part of the cost as a deferred charge; 
but, because of the practical difficult}' of determining the portion of 
the cost which could properly be deferred, most accountants prob- 
ably would feel that they would be justified, on the ground of con- 
servatism, in deferring no portion of the cost. 

Although conservatism is ‘=till regarded as commendable, there i.-^ 
a growing tendency to question the time-honored beliefs that bal- 
ance sheet conservatism outweighs all other considerations, that a 
conservative balance sheet is a good balance sheet for all purposes, 
and that balance sheet conservatism automatically produces a proper 
statement of operations. These beliefs are now being subjected to 
critical reconsideration for three reasons; 

First, it is recognized that, with the increase in the number ot 
stockholders who are not active in the management, accounting re- 
ports must serve the requirements of investors as well as short-term 
creditors, and that ultraconservatism may be prejudicial to the in- 
terests of stockliolders or the holders of other securities who, having 
been led to believe that the company in which they have made in- 
vestments is less prosperous than it really is, may sell their securities 
for less than they are really worth. 

Second, a plea of conservatism vidll not justify an imderstatcmcnt 
of income that results in an avoidance or evasion of income taxes. 

Third, accountants are becoming increasing!}' aware that ad- 
herence to the doctrine of balance sheet conservatism may result in 
income statements which are; 

(a) Licorrect. 

It may be conservative from the balance sheet standpoint to 
charge operations with fixed asset e.xpcnditures which 
would more properly be capitalized, or proWde excessive 
reserves for depreciation and bad debts, but the net income 
is misstated. 

(b) And sometimes unconservative. 

For instance, some accountants have advocated writing off 
bond discount, by charge to Earned Surplus, during the 
period in which the bonds were ismed, in order to clear the 
b.alance sheet of a deferred charge which has no realizable 
value. But the effect is to relieve the income statements 
of all periods throughout the life of the bonds of charges 
for an clement of interest cost ; as a result, the net income 
is overstated and the income statements are uncon- 
servative. 
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Consen atism can scarcely be regarded as a virtue if, as its con- 
sequence, the balance sheet and income statement do not “present 
fairlj " the financial condition and the results of operations 

Consistency Departures from consutency should be disclosed 

Changes in accounting procedures and valuation bases may ha\ e 
a matenal effect on balance sheets and income statements For 
instance assume that a company uhich has valued its inventones at 
cost decides to change to the more conservative basis of cost or 
market, whichever is lower the change m basis may cause a mate- 
rial reduction m the stated profit for the period m which the change 
IS made Or a companj which has regularly charged operations with 
a prov i«ion for bad debt losses may find that the reserv e accumulated 
from prior provnsions is adequate and that no provision for the 
current penod need be made Although these two inconsistencies 
may be justifiable from the standpoint of accounting pnnciples, the 
nature and amount of their effect upon the statements should be 
disclosed 

Companies have been known to indulge in inconsistencies with 
the deliberate purpose of producing a desired effect upon the balance 
sheet and the income statement Unless the newly adopted pro- 
cedures or valuation bases are m accordance with accounting pnn 
ciples mere disclosure is insufficient 

Basis of accounts Accounts and statements should gue expres 
Sion, 80 far as possible, to facts evidenced by completed transactions and 
supportable by objectiie data 

For purposes of discussion, the statement of this principle may be 
divnded into three elements 

(1) bj completed transactions 

For instance, as already pointed out, merchandising profits 
are not normally regarded as earned until the realization of 
revenue is evidenced by the completed transaction of a 
sale 

(2) “supportable by objective data’ 

T or instance, fne seYiing price shown by the mv oice is objec- 
tive data supporting the computation to the profit 

(3) “so far as possible” 

Many accounting entries, such as those provnding for depre 
ciation, bad debts, and contingencies, cannot be evidenced 
by completed transactions nor wholly supported by objec- 
tiv e data but must necessarily be based on estimates 

It should also be pointed out that, in some instances, man- 
agerial policy may necessarily determine the selection of 
objective data For instance, an mventoiy may be valued 
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at cost; purchase costs may be supportable by the objec- 
tive data of invoices; but if purchases have been made at 
different prices, a selection of prices must be made by the 
adoption of the first-in first-out. last-in fir.st-out. or some 
other method. The choice of method thus determines the 
selection of the objective data used in the computation of 
inventoiy cost. 

Truth and disclosure. Slatcmenls should be (rulhful and should 
make full disclosure of significant information. 

It can be assumed that no reputable accountant would issue a 
statement wliich contains a deliberate untruth. TMien it is remem- 
bered that public accountants are engaged to make an independent 
and unbiased report on the affairs of a business for the information of 
third parties, it nail be recognized that truthfulness embraces telling 
the whole truth as well as refraining from telling untruths. It is the 
accountant’s obligation to disclose not oidy such matters as con- 
tingent. liabilities and the pledging of assets as security to debts, but 
all facts which, if not reported, might make the statements mis- 
leading. 

The latitude of a profession. As stated at the beginning of this 
chapter, there is no comprehensive code of accounting principles 
extending to the ramifications of procedural details. And it prob- 
ably is not desirable that accounting procedures should be reduced 
to a rigid uniformity by any detailed statement of rules. Account- 
ing must meet the vainnng requirements of different businesses 
•operating under differing conditions, making proper choices between 
■different procedures which are equalh* right for their various pur- 
poses, and must be unfettered and prepared to adjust itself to 
■changes in the economic system. It seems desirable, therefore, that 
members of the accounting profe.=sion, like those of other professions, 
.should e.xercise individual judgment and initiative within the frame- 
work of general principles. 



CHAPTER 29 

ManuFacturing Cost Controls 

Perpetual Ihventones 

Under the method of accounting for manufacturing concerns 
described in Chapter 22, it is necessary to take physical inventories 
before the statements can be prepared Because of the labor in- 
voked m taking these physical inventories, it may be imprac- 
ticable, under this method, to prepare statements more frequently 
than once a jear The following pages contam a description of 
methods of keepmg perpetual inventories 

Raw Materials 

Materials purchased Let us assume that a company, at the 
beginning of its operations, purchased the following matenals 500 
units of Material A at $4 00 per unit, and 1,500 umts of Material B 
at S2 00 per umt 

The perpetual mventory of raw materials will contam a page or 
a card for each kmd of material After the invoice has been recorded 
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in the voucher register, it may be used by the perpetual invent ory 
clerk to make entries on the cards as shown on page 436. 

Materials used. ^Materials should not be taken from the store- 
room for use in the f actors' without a written order, called a requisi- 
tion, which must be approved by some person in authority. Let us 
assume that the two following material requisitions were issued in 
Februaiy-; 



The unit costs and the c.vtended amounts were entered on the 
requisitions by the perpetual inventory' clerk. 

The material items shown by these requisitions were entered by 
the inventory- clerk in the Out columns of the raw materials perpetual 
inventory records, and the balances were computed and entered on 
the cards by the perpetuaJ inventory- clerk, as shown on page 43S. 

The balances on these perpetual inventory cards show that the 
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XTatenal ^ 



Quantity 


Cost 


■ai 

Out 

Balance 

rii^ 

. I" 

Out 

Balance 


■ 



500 


DO 

2 000 

00 



2 000 




H 

2C0 

o 

o 





800 

00 

1,200 

00 


8 

■ 

150 

150 

L 




600 

00 

600 

00 


Material ^ 

Date 

Quantity 

Price 

Cost 

In 

Out 

Balance 


Out 

Balance 

19 

Pec 

3 

5 

le 

1 500 

700 

ICO 

1 500 

800 

700 

2 

rc 

3 000 

00 

1 400 

200 

00 

B 

3 000 
1,600 
1 400 

00 

00 

00 

Uj 


raw materials on hand consist of Matcnal A, S600 00, Material B, 
§1,400 00, total 82,000 00 


Goods in Process 

Production orders The perpetual in\entorv of goods in process 
IS kept on sheets called produclion orders A production order is 
kept for each job or kind of product going through the factor} 
Let us assume that the compauj whose raw material imentory 
records have alreadj been illustrated worked on two products dunng 
February Product X and Product Y Product X was started 
first, and is represented bj production order 1 Product Y is repre 
sented by production order 2 The method of recording the mate- 
rial, labor, and overhead costs on these production orders is explained 
m the following paragraphs 

Raw materials The cost of matenals used is shown by the 
material reqmsitions Copies of the requisitions are giv en to cost 
clerks for entry on the production orders 

Requisition Number 1 (page 437) shows that matenals costing 
S2,200 00 were taken from stock on February 5, for use on 
production order 1 This amount was entered in the Raw 
JIatenals column of production order 1 (page 439) 
Requisition Number 2 shows tliat matenals costing S800 00 were 
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taken from stock on February IG, for use on production order 2. 
See entrA' on production order 2. 



Direct labor. Each factoin’’ workman keeps a record of the time 
spent on each production order, by punching time c.ards. He uses 
a separate card each day for each production order on which he is 
engaged. TMien the card is turned in at the office, it shows the 
worlcman’s number, the production order number, and the time 
worked. Clerks enter the hourly wage rate and compute the total 
labor cost. Following are two cards turned in by one workman. 
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These cards are used m making up the payroll, since they show 
the total tune and wages of each employee The cards of all work- 
men are then sorted according to the production order numbers, and 
a summary is prepared showing the total direct labor cost apphcable 
to each production order The direct labor cost incurred during 
February on each production order is shown by the summary 
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Production order 1 was charged with $1,000.00 and $200.00 of 
direct labor. 

Production order 2 was charged ndth SSOO.OO of direct labor. 

Manufacturing expense, or overhead. The material and labor 
costs applicable to each production order can be definitely deter- 
mined by the methods just explained. Overhead expenses must be 
estimated. This may be done as follows: If, in the past, the annual 
manufacturing expense has been about oO^c of the annual direct 
labor cost, it may be assumed that this ratio will continue. There- 
fore, when the labor cost is entered on the production ordeis, the 
manufacturing expense may be estimated as 50% of the labor cost. 

It is assumed that oO^p is a fair overhead rate for the concern 
under illustration. Therefore, the cost clerk, after entering the 
direct labor cost on the production orders, also entered overhead 
charges equal to 50% of the direct labor costs, as shown below: 






Production Order 

1 

For 

SOO Product A 


Date Comnletcd ... 










Date 

Raw Materials 

Direct Labor 

Overhead j 


5 

2,200 

00 





H 

15 



1,000 

00 

500 

00 

1 

28 



200 

00 

100 

00 


For 

200 

Product Y 


Production Order 

D.ate Comnlcted. 

2 









Date 

Raw Materials 

Direct Labor 

Overhead 

19 

Peb. 

16 

26 

SOO 

00 

eoo 

CO 

40 0 

00 


Product -Y has been completed, and the production order has 
been removed from the work in process binder. Product Y is the 
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only order in process at the end of February, production order 2 
shows the total cost of work in process— $2,000 00. 

Finished Goods 

Completed production orders. After Product X (see production 
order 1) was completed, the production order was summarized to 
determine the total cost and the unit cost, as shown below: 



This production order furnished the information for the follow- 
ing entry on the perpetual inventory card for Product X: 
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Finished goods sold. On Febnian' 27, a sale of 500 units of 
Product X was made. The carbon copy of the invoice is provided 
with a Cost column at the right of the Selling Price colunm. This 
carbon is sent to the inventory clerk, who performs the following 
operations : 

(1) Looks up the unit price on the finished goods inventory card. 

(2) Computes the total cost of the goods sold and enters this cost 

in the Cost column of the carbon of the invoice, thus : 


(Heading of the Invoice) 

Number 

Description 

Unit Price 

Amount 

Cost 

500 

Article X 

7 

00 

5 , 500 

00 

2,^00 

00 


(3) hlakes entries in the Out colunms of the inventorj' card, 

showing the number and the cost of the articles sold, and 
computes the new quantity and cost balances. (See 
below.) 

(4) Sends the carbon of the invoice back to the office for entrj’ 

in the sales book. 


The inventorj- card for Product X now appears as follows: 


Product ^ 

Date 

Quantity 

Bi 

Cost 

In 

Out 

Balance 

In 

1 Out 

j Balance 

- 0 

?eb. 

20 

27 

600 

500 

800 

500 

5 

OC 

4,000 

00 

2,500 

00 

4 , OCO 

00 

OC 


Since Product X is the only article of finished goods on hand, this 
one card shows the total cost of the finished goods inventory' at the 
end of February' — $1,500.00. 


Inventory Controlling Accoimts 

The raw material inventorj' cards show the units and costs of 
raw materials on hand; the production orders show the units and 
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accumulated costs of goods m proe^, the finished goods mventorj 
cards shoir the units and costs of finished goods on hand 

In a large business there may be thousands of these inventory 
cards and production orders, and the preparation of monthly state- 
ments will be greatly facihtated if the folloiving controlling accounts 
are kept in the general ledger 

Raw Maferiah — with a balance equal to the sum of all the bal- 
ances on the raw material in\ entory cards 

Goods in Process — with a balance equal to the sum of all the bal- 
ances on the production orders for goods 
still in process 

FimsJied Goods — with a balance equal to the sum of all the bal- 
ances on the finished goods inventory cards 

Such controlling accounts not only facihtate the preparation of 
the monthly profit and loss statements and balance sheets but also 
serve as checks upon the accuracj of the subsidiary perpetual 
inventory records of raw materials goods m process, and finished 
goods 

We shall nov see how such accounts can be produced For 
purposes of illustration, ne shall begin with expenditures for mate 
rial, labor, and ov erhead, and trace the flov of these costs through 
goods in process into finished goods The illustration will be based 
on the same assumed facts as those used on the preceding pages m 
illustrating the perpetual inventory records 

Material, labor, and overhead accotmts Assume that the 
expenditures during Februarj for material labor, and manufacturing 
expense® v\ ere 

(a) Raw matertaU S5 000 00 

(b) Direct labor 2 000 00 

(c) Manufactunng expenses 

Indirect labor loOO 00 

Factory supplies 800 00 

Power 220 00 1 020 00 

These expenditures are recorded exactly as they were under the 
method of accounting desenbed m Chapter 22, with one exception 
one Raw Materials account is used ii^tead of a Raw Materials 
Purchases account and a Raw Materials Inventory account The 
accounts showing charges for these costs appear below 

Manufactunag Expense 

Raw Materials Direct Labor (Control) 

(a)Cost 5 0001 " (b)Paid2000| (’c) 10201 
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Raw materials used. Tlie raw materials taken from stock for 
use in the factorj- are shomi by the material requisitions. (See 
illustrative requisitions on page 437.) The.^e requisitions should be 
listed in a requisition register, as follows: 


Requisition Register 


Date 

Requisition Xo. 

Amount 

IP-- 





Feb. 

5 

1 

2,000 

00 


16 

2 

800 

00 




5 , 000 

00 

^ 


The requisition register is footed at the end of the month, and 
the following journal entry is made: 

(d) Goods in Proco’' 3,000.00 

]{u\v -Mjitpri.'il-. . . 3,000.00 

To transfer tlie cost of raw materials used during 
the month out of the Raw Materials account, 
and into Goods in Process 

Direct labor spent on goods in process. The production order 
direct labor cost summary’ (see page 440) .'^hows the amount of direct 
labor charged to each production order. The totals of the summaiy 
show that S'2, 000.00 of direct labor was charged to the production 
orders during the mouth. Therefore, at the end of the month, the 
following journal entry is made transferring the labor cost shonm In- 
the summary into the Goods in Process account: 

(e) Goods in Process 2,000.00 

Direct I,abor. . ... 2,000.00 

To charge Goods in Process with the total direct 
labor cost entered on the jyroduction orders. 

Manufacturing expenses charged to goods in process, Thi.s 
company is using an overhead rate of nO^; that i.s. the estimated 
overhead charged to each production order is 50^^ of the direct labor. 
Since $2,000.00 of direct labor was charged to the production orders, 
the total overhead charge was $1,000.00. This amount i.s chartred 
into Goods in Process by the follom'ns journal entn.': 

(f) Goods in Process . 1,000 00 

^^anufaeturing Expense Applied. 1. 000.00 

To charge Goods in Process with the t.-^ta! over- 
head applied to the production ordc.-^ 



446 


MANUFAaURWG COST CONTROLS [ch S9 


Ledger accoimts after transferring costs into goods m process 
After the matenal labor, and overhead costs for the month are 
transferred to the Gooda m Process account, the accounts affected 
contain the following amounts 


lUw Mafenals 
(a)Cost 6 000|(d)Used3 000 


Manufacturing Expense 
Direct lebor (Control) 

(b)ftud 2 000|^)Used2 000 (c) r020j 


Manufaetunng 
Expense Applied 

p) Togo 

The Raw Materials account has a debit balance of $2 000 00, 
representing the cost of all ran materials on hand at the end of 
February The costs of the individual items of raw matenal are 
shown by the perpetual inventory cards (see page 438) Matenal A, 
$600 00 Matenal R $1,400 00 

The Direct Labor account has no balance All the direct labor 
has been applied to the cost of goods m process 

The Manufactunng Expense account has a debit balance of 
$1 020 00 the Manufactunng Expense Applied account baa a 
credit balance of $1 OOC 00 Twenty dollars of expense has not been 
applied because of a slight error m the estimated burden rate of 60% 
Methods of disposing of this $20 00 are discussed on page 448 
The following account (produced by posting the three journal 
entries illustrated) shows the total matenal labor, and overhead 
charged to production dunng the month 

Goods IQ Process 

(d) materials 3 000 00. 

(e) Direct labor 2 000 OOi 

(f) Manufactunng expense I 000 OOJ 

Cost of goods finished When goods are finished the production 
order is summarized (see production order No l page 442) and 
taken from the goods in process binder The total cost is entered 
m a register of completed production orders thus 


Register of Completed Production Orders 


Date 

Production 

Order Number 

Total Cost 

19 

7 eh 

L 

1 

4 000 

9 
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At the end of the month, the register is totaled, and the cost of 
goods finished during the month is transferred out of Goods in 
Process into Finished Goods by the following journal entry: 

(g) Finished Goods ... 4,000.00 

Goods in Process . -J.OOO.OO 

Total cost of goods completed during the month. 

After this entrj" is posted, the two accounts affected contain the 
following amounts: 


Goods in Process ' - 

(d) Raw- materials 3,000.00 eg) Finished good-= 4,000.00 

(c) Direct labor 2,000.00 

(f) Manufacturing e.vpense I,000.00] 

Finished Goods 

(g) Manufactured 4,000.00| 

The Goods in Process account has a debit balance of 82,000.00, 
representing the cost of goods in process at the end of February. 
Details are shown on production order 2, which is the only order in 
process at the end of the month. 

Cost of goods sold. As shotra on page 443, the carbons of the 
invoices are p^o^ided with a column in which a clerk enters the cost 
of the goods sold. Invoices are recorded in the manner shown in 
the following sales book: 


Sales Book 


Date 

Name 

Invoice 

Number 




19 

Zeb, 

27 

Henderson cc Rilev 

1 

1 

3,5C'C 

no 

! 

j2,500 

00 






(1120- 

4001) 



(4C02- 

1151) 


At the end of the month the two columns are totaled, and the 
totals are posted as follows; 


Total of Selling Price csilumn; 

(h) Debit .Vccount# Recoi\-ablc controlling account (1120) 
Credit Sales (,400f) 

Total of Cost column; 

U) Debit Cost of Sales (400-2) 

Credit FinL-hod Goods (1151) 
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The accounts affected (except \ccounts Recei\able) ^ill contain 
the following amounts 

Fuushed Goods (1161) 

(S) Manufaet’u^ 4 000 03 (i) Sold TSOOM 

The debit balance of this account shows the cost of finished 

goods still on hand Details are shown on the finished goods per 
petual m\ entorj cards 

(4001) 
3 500 00 

Cost of Sales (4002) 

(0 2 50000 

The difference between the debit balance in the Cost of Sales 
account, and the credit balance in the Sales account, is the gross 
profit for the month Thus, the gross profit on sales can be deter- 
mined from the books without taking phjsical inventories 
Sununaiy 

The entries m the general ledger cost control accounts and the 
subsidiary records under this system of accounting are s umma rized 
on pages 449 and 4o0, and the methods of accounting described in 
Chapter 22 and m this chapter are compared on page 451 

Underabsorbed and Overabsorbed Burden 

To illustrate the i anous methods of deahng with underabsorbed 
and oieraboorbed manufacturing expense let us assume that the 
manufacturing expense accounts at the end of the year ha%e the 
following balances 

Manufactunng Expense (Control) SllOOOOO 

Manufactunng Expense AppLed $10 500 00 

The actual expenses were $11 (X)0 00 the amount applied to the 
production orders was only $10 500 00 

The '®o00 00 balance of unabsorbed burden may be treated m 
se\ eral way s, as follows 

(1) Theoretically, it should be apportioned to finished goods sold, 
finished goods on hand, and goods m process by a journal 
entry similar to the folloning 

Cost of Sales 
Fint'hed Goods 
Goods in Process 

Alanufactunng Ex 7 >ense ApiJied 


42o00 
60 00 
1500 


Sales 



Summary of Entries in the General Ledtjer Accounts and in the Subsidiary Records, Using tho Method of Accounting 

Described in This Chapter 
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luring lOvpr-n-c Applied — journal entry, orders, nmoiinlH being obtained by niiilti- 

ainount being l)iu<ed on laljor coat auin- I’lying the labor eoal on the production 

niary. order by an overhead rale. 





Mi.nioi ) DnKcmni'.n in CnAP'rnit 22 .Mi:tiioi) Dr.scutiii:i) in This CuArrER 

Profitu (iml loww on varioim com- AlthniiKli the Htiitcmcnt of cost of goods iniiim- The cost of each product is shown by the 

modilics fiicturcd illuhtrntcd in Chapter 22 hIiows the production orders. Eacli invoice shows 

cost of nil finished goods inannfaetured dnr- tlic selling price of the articles sold, and 
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kind of product manufactured, and the ac- uct and tho costs incurred on goods still 
cumulated cost of goods in process, (he in process, the inventory values can bo 

vidues iiscil in taking physical inventories of much more accurately detonnined. 

finished goods and gooda in procc.s.s aro often 
mere estimates of the coat. 



452 


MANUFACTURING COST CONTROLS 


[Ch 29 


(2) If the greater portion of the finished goods manufactured has 

been sold, it is reasonably correct to charge the entire 
unabsorbed burden to Cost of Sales, as follows 

Cost of Sale? 500 00 

Manufactunng Expense Applied 600 00 

(3) In some cases the unabsorbed expense is charged to a de 

ferred expense account by an entry similar to the following 

Deferred Manufactunng Expense 600 00 

Manufacturing Expease Applied oOO 00 

When this method is followed the Deferred Manufacturmg 
Expense appears on the asset side of the balance sheet, and 
the overhead rate for the following year may be increased 
This procedure is of very doubtful propriety, since it fails 
to give recognition to the fact that costs should be properly 
allocated by penods and that expired costs should not be 
earned in the accounts as assets 

Adjustments for o\crabsorbed burden may be made similarly, 
that is, (1) by credits to Cost of Sales, Finished Goods, and Goods 
xn Process, (2) by credit to Cost of Sales or (3) by setting up a 
deferred credit account 

After one of the foregoing entnes has been made at the end of the 
year to bnng the credit balance of the Manufacturing Expense 
Applied account into exact agreement with the balance m the 
Manufactunng Expense control account, these accounts are closed 
by an entry similar to the following 

Manufactunng Expease Applied 11 000 00 

Alanufactunng Expense 11 000 00 

To close the manufactunng expense accounts 

Closing the Books 

The procedure of closing the books and prepanng working papers 
and statements at the end of the penod is illustrated in the following 
pages of this chapter The illustration is based on the tnal balance 
on page 453 

Salesmen’s salanes in the amount of $200 00 are accrued and 
unpaid at the end of the year 

The adjusting and closing entnes follow 

(1) Make adjustments for any deferred and accrued items 

Sell ng Expense 200 00 

Accrued Salaries 200 00 

To set up accrual 
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THE A' Y Z COMP ANT 
Trial Balance 
December 31, 19 — 

Cash ... 

Accounts Receivable .... 

Finished Goods 
Goods in Process 
Ravr Materials 
Vouchers Payable . 

Capital Stock. . 

Earned Surplus 
Sales . . . 

Cost of Sales 
Manufacturing Expense 
Manufacturing Expense Applied 
Sclhng Expense. . 

General Expense 

212,500 00 212,500 00 

(2) Write off the unabsorbed manufacturing e-xpense. For pur- 
poses of illustration we shall write off the entire unab- 
sorbed manufacturing expense to Co=:t of Sales. 


Cost of Sales . 1,000 00 

Manufacturing Rxpense Applied 1,000 00 


To apply the unabsorbed manufacturing e.xpense to 
cost of goods sold. 

Close out the ^Manufacturing E-xpense account against 
^Manufacturing Expense Applied. 

Manufacturing Expense .Applied . . . 14,000 00 

Manufacturing Rxpense 14,000 00 

To close. 

(3) ^ilake the general closing entries: 

Sales. . .. 100,000 00 

Profit and Loss 100,000 00 

To close the Sales account 


75.000 00 

10.000 00 

15.000 00 
1,500 00 
5,000 00 

0,000 00 
.50,000 00 
43,500 00 
100,000 00 

75.000 00 

14.000 00 

13,000 00 

12.000 00 
5,000 00 


Profit and Loss. . 

Cost of Sales . . ... 

To close the Cost of Sales account. 

76,000 00 

76,000 00 

Profit and Lo-s 

Selling Rxpen-e 

To close the selhng exper.5es. 

12,200 00 

12,200 00 

Profit and Loss 

General Exx>ense 

To close the general expenses 

5,000 00 

5,000 00 

Profit and Lo-s . 

Ramcd Surplus ... 

6.S00.00 

o,sooco 


To transfer the net pmfit to SuTilus, 
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Working Papers 

The adjustments for accrued and deferred items are made m the 
working papers on page 455 m the manner with which you are al- 
ready familiar (See entry a ) The Adjustments columns also 
contain the debits and credits of the entnes 

(b) Applying the unabsorbed raanufactunng expense against the 

cost of sales 

(c) Closing the Manufacturing Expense account against the 

Manufactunng Expense Applied Account 

Statements 

The following statement of profit and loss statement of surplus, 
and balance sheet ivere prepared from the working papers 


THE XY Z COMPANY Exbbit 0 

Statem«at of Profit imd Loss 
For the Year Ended December 31 19— 


Sales 

$10000000 

Cost of Goods Sold 

76 000 00 

Gross Profit on Sales 

$ 24 000 00 

SeUing Expenses 

12 200 00 

Net Profit on Sales 

$ 11800 00 

General Expenses 

5000 00 

Net Income 

$ 6 800 00 

THE XYZ COMPANY 

Statement of Earned Surplus 

For the Year Ended December 31, 19— 

Exhibit B 

Balance December 31 19 — 

$43 500 00 

Net Income per Exhibit C 

6 800 00 

Balance December 31 19 — 

$50 300 00 


THE XYZ COMPANY Exhil it A 

Balance Sheet 
December 31, 19 — 

ilffetf LUbU t ef tnC Net Wortb 

Cash $ 7500000 \ ouchers Payable $ 6 000 00 

Accounts Keceivable 1000000 Accrued Salanes 200 00 

Finished Goods 15 00000 Qipital Stock 50 000 00 

Goods m Process 1500 00 Earned Surplus per Exhibit II 50 300 00 

Raw Materials 500000 

$106 50000 $106 500 00 



THE XYZ COMPANY 
Working Papers 
Year Ended December 31, 19 
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CHAPTER 30 
Analysis of Statements 
Statements with Analytical Per Cents 

Analytical per cents Analysis is the process of resolving a thmg 
mto its elements or an examination of the component parts in rela- 
tion to the whole The expression analytical per cents is, therefore, 
intended to descnbe such per cents as the per cent of each balance 
sheet item to the balance sheet total, or the per cent of each profit 
and loss statement item to the net sales or the per cent of each item 
of seUing expense to the net sales The analysis of a statement by 
the computation of analytical per cents is sometimes called vertical 
analysis because the per cents apply to related amounts usually 
shown in a column 

Balance sheet with analytical per cents Follomng is an illus- 
tration of a balance sheet with analytical per cents 


SPECIALTY PRODUCTS COMPANY 
Balance Sheet 
December 31, 1919 




Per Cent 


Amount 

of Total 

Current Aasets 


5 SoOOoOO 

653% 

Accounts Re eivable — Less Reserve lor Bad Debts 

109 lOoOO 

20 37 

Notes Receivable 

31 110 00 

5 81 

Total Cash and Net Receivables 

|17o 220 00 

32 71% 

Inventones 

Finished Goods 

$ 34 685 00 

6 47% 

Goods iQ Process 

24 160 00 

4 51 

Raw Materials 

31 515 00 

588 

Total Inventones 

$ 90 360 00 

16 86% 

Total Current Assets 

$26a 580 00 

4957% 

Fixed Assets 

land 

$ 40 300 00 

7 62% 




Less Reserve for Depreciation 

50275 00 


Co«t Less Depreciatwn 

Sl6o 100 00 

30 82 

Machinery and Equipment 

$81400 00 


Less R^rve for Depreciation 

26 370 00 


Cost Less Depreciation 

$ 58 030 00 

10 a3 

Fum ture and Fixtures 

$ 9 450 00 


Less Reserve for Depreciation 

2 700 00 


Cost Less Depreciation 

$ 6 7o0 00 

1 26 

Total Fixed Assets — Net 

$270 180 00 

50 43% 


$o35 760 00 

100 00% 
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Liabilities and Net Worth 
Current Liabilities: 


Accounts Pavable 

S 5S, 070.00 

!0.95‘rc 

Notes Pavable 

45,000.00 

$.40 

Accrued Expenses . . . 

7.4.50.00 

1.39 

Total Current Liabilities . ... 

$111,120.00 

20.74% 

Fixed Liabilities; 



Bonds Payable 

. 100,000 00 

is.or 

Total Liabilities. 

.?21 3, 120.00 

39.41% 

Net Worth: 



Capital Stock 

. . . $250,000.00 

40.00% 

Earned Surjdus 

74,040.00 

13.93 

Total Net Worth , . 

$321,610 00 

00.59% 


$535,700^ 

100.00% 


Operating statements with analytical per cents. The follomng 
statements illustrate analji^ical per cents: 

SPECIALTY PRODUCTS COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31, 1949 

Per Cent of 



Amount 

Net Sales 

Gross Sales . . 

Returned Sales and Allowances 

$9S 1,050.00 
21,045.00 

102 1S% 

2.1S 

Not Sales . . 

Cost of Goods Sold . . . 

$903,005.00 
702,415 00 

100 00% 
72.59 

Gross Profit on Sales 

Selling Expenses 

$201,190.00 

150,450.00 

27.11% 

15 02 

Net Profit on Sales . . 

General Expenses 

$130,730.00 

75,305.00 

11.49% 

7.S2 

Net Profit on Operations 

Net Other Income. , , 

$ 35,105.00 
2,210.00 

3.C7';c 

,23 

Net Income 

$ 37,015.00 

3.90% 

SPECIALTY PRODUCTS COMPANY 
Schedule of Selling Expenses 

For the Year Ended December 31, 1949 




Per Cent of 


.\ mount 

; Total 

1 Selling 
Expo.,- 

Advertising 

Sales Salaries and Commissions . 

Traveling Expense. . 

Freight Out 

DcUvcrv Expense 

Branch Office Expense 

Miscellaneous 

.? 53,310.00 

40.050.00 

10.510.00 
7,055.00 
0,910.00 

19.750.00 
0,305 00 

5.53'% 35 43': 
4.55 ‘ 31.00 

1 09 ' 0 OS 

.73 . 4 OS 

.72 i 4.59 

2 05 ; 13.13 

.05 • 4.19 

Tot.al 

.$150.4'^0 00 15 02% 100 00' 
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Significance of anaij’tjcal per cents Analjlital per cents hai p 
hoaip Figmfieance, for instance, it is interesting to learn, by an 
examination of the statements of Bp^eialtj' Products Company, that 

The current assets and the fixed assets ere 49 o7% and 50 43%, 
re-pcctn eh of the total a‘-sct«= instead of, saj , 25% and 75% 

llie habihties and proprietorship eqmtj represent, re=peetiiel>, 
39 41% and OQJiO'c of the total rather than, saj, 60% and 
40% 

The gross profit is 27 1 1% of the net sale® la'tead of, say, 10% 

IIo« ei er, the usefulness of anah-tical per cents is limited because, 
usu^j, there are no ftandard per tents against ^hich thei can be 
mea'^ed- For instance although the profit and loss statement 
show's that the gross profit per cent was 27 11%, we do not know 
whether this ls a reavinahk rate of gro^s profit for the indastr> 

Comparative statements with analytical per cents Information 
of somewhat greater significance is fumt'-hed b^ a comparatn e state- 
ment with andh-tical per cents Such a statement is illustrated 
below 


SPECIALTY PRODOCTS COMPAttY 
C<7=?&r&nre Suteaest Pro£t asd Lost 
Jm the Yeen Eaded Deeeaher SI, esd 1^19 



4n. lints 

Per Cents of et Bsles 


ie&r r ndffd D«oem}>er 3J 

\ ear Ended Deoember 31 


1 no 191“ 

^ 1940 

191S 

Sales 

t7oC700 00, 

, 10218‘c 

I 104 19 0 

Returaed Salf^ and Ailw auce*- 

2101 00 2J*/)00 

218 

I 419 

^el hAw 

soojOo rm iiooo! 

1 100 00 cl 

JOOOO c 

Cxj t of Good* S' Id 

702 41o00 si,900 0t)j 

! 72 89 , 

7797 

Groiss Profit on Saif* 

f2t)l JWOO SlSo81000| 

1 271l'c 

2203 c 

BeLing Expenf"* 

15048000 y2^/im 

lo02 

13 JO 

^et IV fit on Saif'S 

fjio 7100(1 1 €s imm 

11 49 ci 

8 93 0 

General Exi^eiwf's 

7o^J>00 517f000 

782 1 

7J32 

^et Profit OD Ojjerati jti>- \ 

' 1 ZomoW\ t 11 40000 

sr? (1 

iei% 

Net Other Income 

2^10 00' Wiool 

23 1 

09 

Net Inrome | 

\ % ^61500 S 120X1001 

1 3 90 

1 170 c 


A compan^n of the analy tical per cents in a senes of statements 
may be helpful m indicating trends For instance, the foregoing 
statement show s that the ratio of sales return's and allow ances to net 
sales has decreased, that the rate of gross profit has increased, and 
that the rate of net income has increased Howeier, a word of 
caution 15 in order Per cents are computed by dniding one 
amount, called the percentage, by another amount, called the base 
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For instance, the expense per cents in the foregoing statement were 
computed by di\i(iing the expense (the percentage) by the net sales 
(the base). A change in a per cent can be caused by a change in the 
percentage, a change in the base, or changes in both. As a con- 
sequence, changes in analytical per cents are not verj’ significant. 
For instance, the foregoing statement shows that the per cent of 
general exTreases increased from 7.32% to 7.82%: this might be 
thoughtlessly interpreted as indicating a verx' slight increase in 
general expenses; actualh’, the general expenses increased 823,545.00 
or about 45%. The increase in the per cent of general expenses was 
small (from 7.32% to 7.82%) because the increase in the e.xpense was 
nearh’ offset by a 36% increase in sales. The analytical per cents in 
the foregoing statement do not bring to the attention of the manage- 
ment this really significant question: "Was a 45% increase in general 
expenses justified in \iew of the fact that the sales increased 36%? 

Statements with Per Cents of Increase and Decrease 

Per cents of increase and decrease. The determination of per 
cents of increase and decrease, as shown in the following statement, 
is sometimes called horizonfal analysis, because the amounts used in 
the computation of a per cent of increase or decrease are usually 
shown on the same line of a statement. 

SPECIALTY PRODUCTS COMPANY 
Condensed Comparative Statement of Profit and Loss 
For the Years Ended December 31, 1949 and 1948 


Year Ended December 31, j Increase — Decrease* 



1949 j 

194S j 

.-Amount j 

Per Cent 

Gross Sales | 

59Sl,CoO.OO, 

?73G,700.00 $2 17,590.00 i 

33.0 '-J 

Rcturnctl Salc« and .Allowances ! 

2 1,0 15.00’ 

29,G50.00; 

5,005.00*, 

29.0* 

Net Sales 1 

i $903,005.00, 

$707,110.00'-? 

2.50,49.5.00 i 

3*). 3 

Cost of Goods Sold . ! 

i 702,415.00 

55I,300.00J 

151,115.00 * 

27.4 

Gross Profit on Sales . | 

; $-201,190.00 

5155,510.00-? 

105.350.00 ! 

G7.C 

Selling Ext)eusos , ] 

i 150,4S0.00 

92,0.50.00' 

57,5.30.00 1 

G2.4 

Net Profit on Sales .... . 

! $110,710.00! 

5 03,100 00'? 

47»5oO.OO j 

75.3 

General Expenses 

75,305.00 

51,700 00' 

23,515.00 1 

45 o 

Net Profit on Operations. . . . 

$ 35,405.00; 

5 11,400.00$ 

24,00.5.00 1 

210.C 

Net Other Income 

2.210.00', 

0.50.00! 

1,. 500 00 ' 

2100 

Net Income 

$ 37.015 00' 

5 12.050.00$ 

2O..50.5.00 ' 

212.2 


The per cents shown in this statement seem to be more informa- 
tive th.an the analytical per cents shown in the statement on page 
45S. They show a number of interesting changes in the results of 
operations, which are mentioned on the following page. 
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The gross sales increased 33 6%, whereas the returned sales and 
allowances decreased 29 0%, with the result that the net sales 
increased 36 3% 

The 36 3% increase in net sales was accompanied bj an increase 
in cost of goods 'old of only 27 4% with the result that the 
gross profit increased 67 6% 

The increases m selling and general expenses were relatively 
greater than the increase m net sales Selhng expenses in 
creased 62 4% and general expenses increased 45 5%, com 
pared wath the 36 3% increase m net sales 

The net other income increased 240 0% however, since this 
income was relativelj small m both years, the increase did not 
greatlj affect the net income 

The net income increased 212 2% 

Computation of per cents of increase and decrease Following 
are illustrations of «ome problems which anse in the determination 
of per cents of increase and decrease the asterisks indicate entries 
m red ink. 



The computations of the per cents for items A, B, C, and D are 
obvious No per cents can be computed for items E and F because, 
m each instance, there is no last-year amount to sen e as a base and 
none can be computed for items G, H, and I because the last-year 
amounts are negative 
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Positive and negative (black and red) amounts sometimes appear 
on ^ the same line (as in item H) in comparative statements 
which, for reasons of condensation, show only differences between 
certain debit and credit balances. For instance, a.s.'^ume that a com- 
plete profit and loss statement shows the following items: 



Thi= Year 

East Vc.ar 

Net Profit on Oix;ratiorL'j 

$31,500.00 

$29,500.00 

Add Other Income; 



Interest Income 

S 1,200.00 

$ 900.00 

Discount on Purchases 

2,500.00 

2,100.00 

Total Other Income 

$ 3,700.00 

S 3,000.00 

Net Profit on Operations .and Other Income 

$35,200 00 

$32, $00.00 

Deduct Other Expend: 



Interest Expense 

S 750.00 

$ 1,100.00 

Discount on Sale-’ 

2,200.00 

2,800 00 

Total Other Expense 

S 2,9.:«0.00 

$ 3,000 00 

Net Income. . 

$32,250.00 

$2S,9C0.00 


A condensed statement might show the net amounts of the other 
income and expense, as follows: 

llug Year La.gt Year 

Net Profit on Ojxjrations . . . . $3], 500.00 $20,800.00 

Other Income (Expense*) Net . 750 00 000.00 * 

Ket Income $32,250 00 $2S.0riQ 00 


Ratios expressed decimally. The relation of an amount for a 
later date or period to an amount for an earlier date or period may be 
expressed decimally, as shown in the comparative balance sheet on 
page 462. The ratios are computed by dividing the amounts for 
the later date by the amounts for the earlier date. 

Although such ratios are less commonly used than per cents of 
increase and decrease, they have some advantages. In the first 
place, per cents of decrease must be shown in red ink or in some 
other manner to distinguish them from per cents of increase: this 
somewhat increases the work of preparing the statement and may 
cause some confusion in interpreting it. In the second place, it is 
probably difficult for many persons to grasp the significance of large 
per cents, such as a 1,400% incrca.se: it is much easier to understand 
that one item is 15 times as large as another item. 

The ratio of the net sales for the current year to the net sales for 
the preceding year is of some value in interpreting the ratios which 
indicate the changes in balance sheet items. For instance, remem- 
bering that the net sales for 1949 were 1.36 times the net sales for 
1948, we find it interesting to note that the net accounts receivable 
at the end of 1949 were 1.32 times those at the end of 194S, but 
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SPECIALTY raODUCTS COMPANY 
Comp&ratiTe Balasce Sheet 
Beceiaber 31, 1049 and 1948 
( December 31, 


Increase — llUtio 1949 
Decrease* I to 1948 


Aisetf 

Current Assets 
Cash 

Accounts Receivable — Less Reserve 
iorBbid Debts 
Notes Receivable 

Total Cash and Net Receivables I 
Inventories j 

Finished Goods I 

Goods in Process 
Raw Materials 
Total Inventories 
Total Current Assets 

Fixed Assets 
Land 
Buildings 

Less Reserve for Depreciation 
Cost Less Depreciation 
Machinery and Equipment 
Less Rtterve for Depreciation 
Cost Less Depreciation 
Furniture and Fixtures 
Less Reserve for Depreciation 
Cost Less Depreciation 

Total Fixed Assets — ^Net 


Lublljtict sod JTet Worth 
Current Liabilities 


109,10500 82,450 

31,11000 19,350 

S175,220 008112,400 

1 34,685 00» 36,875 
21,10000 27,515 
31,ol5 00 44,060 
i 90 360 003108,450 
1265 58000 8220 850 


00'$ 2,190 00*1 
00 3,355 00*1 
ro 12,545 00* 
00 ,818,090 00* 
00*i844 73^1 


Accounts Payable 

$ 58,670 00 

Notes Payable 

45.00000 

Accrued Expenses 

7,45000 

Total Current Liabilities 

8111,12000 

Fixed Liabilities 


Bonds Payable 

10000000 

Total Liabilities 

1211.12000 

Net Worth- 


Capita! Stock 

1250,000 00 

Earned Surplus 

74,64000 

Total Net Worth 

8324 640 00« 
iSSS.TOQOOl 

Net Sales for the Year Ended on the 



8 40 300 00 8 40,300 00 — 

$215 375 00 8210,41000 8 4,965 00 

( 50 275 00 41 660 00] 8,615 00 
ICo 1000Q^8,750 ~Ci6 ! $ 3,650 00* 
84,400 004 80 060 Ooh 4,340 00 
26,370 00 17,930 00| 8,44000 
58 03000 8 62,130 OOp 4,100 00* 
9,450 00 8 8,760 00^8 690 00 
2,70000 1,75500 94500 

6,750 00 8 7 005 Q0|$ 25500* 
270 1 80 00 8278 185 Qo]8 8 005 00* 
?3j, 760 00 8499,035 Oo!s36 725 00 


0 000 00 15,000 00* 
5,070 00 2 380 00 
7,010 00 825,890 00* 


63,603008707,110 001256,495 00 


3 8 8 3 
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above shows that the sales decreed 14% in 1948 and increased 
14% in 1949, if one considered only the per cents, he might jump 
to the incorrect conclusion that the mcrease m 1949 offset the de- 
crease m 1948 Such a conclusion would not be reached by a reader 
of the statement prepared by method 2 above , this statement shows 
that, although some of the 1948 decrease was recovered in 1949, the 
sales for 1949 were still 2% below those for 1947 

The confusion which may result from the use of method 1 arises, 
of course, from the fact that the per cents were computed on two 
bases the per cent of decrease m 1948 was computed on a base of 
$210,000 00 whereas the per cent of increase in 1949 was computed 
on a base of $180,000 00 

Current Position Ratios 

Working capital ratio In the analysis of the statements of a 
business, great stress is laid on the working capital ratio, or ratio of 
current assets to current liabilities Bankers usually feel that a 
company’s current assets should be at least twice the amount of its 
current liabilities, to make the company a desirable nsk for short- 
term credit The working capital ratio is computed as follows 

December 31 In-rease 

1949 1948 Decrease* 

Current assets $265 88000 $220 850 00 $44 730 00 

Current habiLtiea 111 120 00 137010 00 2j 89000* 

Net current assets or working capital $154 460M $^^4^0 S70W0_00_ 

Working capital ratio (dollars of current as 
sets per dollar of current liabilities) $2 39 $161 $78 

Distnbution and movement The old reliance on a 2 to 1 works 
mg capital ratio as an adequate measure of short-term credit stand- 
ing IS rapidly disappcanng Bankers realize that the working 
capital ratio alone is not sufficiently informative, and that consid- 
eration should also be given to the distnbution of current assets and 
to their movement Movement means conversion into cash Fol- 
lowing sections in this chapter contam discussions of some measures 
of distnbiitioa and movement, these measures are 
As to distribution 
Acid test ratio 
Percentage distribution 
Accumulation of working capital ratio 
As to movement 

Ratio of sales to receivables 
Finished goods turnover 
Raw matenals turnover 
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Acid test ratio. Before the inventories can be used for the pay- 
ment of cuiTont debts, the finished goods must be sold, and the goods 
in process and the raw materials must be converted into finished 
goods, and sold. Therefore, in analj'zing the current position of a 
business, it is desirable to note the ratio between the quick current 
assets (cash and net receivables) and the current liabilities. This Is 
called the acid lest of the current position. A ratio of 1 to 1 is con- 
sidered desirable. 



1 December 31, 1 

• i 

Increase 


1919 i 19!S ’ 

Decrease* 

Quick assets — cash and net receivables . 

'?175, 220.00 ?n2, -100.09 -i 

iO::, 820.00 

Current liabilities . . 

j 111 , 120 . 00 ', 137.010.00( 

25,890.00* 

Dollars of quick as.=:cts per dollar of current lia- 

\ i 


bilitics 

j SI..TS .?.S2 : 

S.7C 


In the computation of the acid test ratio it is proper to include 
among the quick assets not onl}' the cash and receivables but also 
any temporarj' investments in marketable securities which pre- 
sumably -will be converted into cash to pro^'ide funds for current 
operating pm’poses. 

Percentage distribution of current assets. It is obrious from the 
foregoing discussion of the acid test ratio that the current position 
of a company is not entirely dependent upon the ratio of total current 
assets to total current liabilities. The current position is also 
afTected by the kinds of current assets owned. .-\ny considerable 
shift from the relatively more current assets of cash and receivables 
to the relatively less current assets of inventories, or rice versa, ma}' 
materially aflfect a company’s abilitj' to pay its current debts 
promptly. 

Following is a percentage distribution statement of the current 
assets of Specialty Products Company on December 31, 1949 and 
194S. 


J 

1 DeccniborSl, 


i 

' 191S 

! 

1 

Per Cent 

1 Amount 

( < 

, , 'Per Cent 

, Amount 

c.a.sh ; 

.•\ccount« Receiv.ablc — Rc-'ci^-e 

Xotc.s Receivable 1 

Finished Goods ; 

Goods in ProcC'S ‘ 

Raw Matcri.als 

S 35,005.00’ la.lS'^c' 
109,105.00' 41.0S 1 
31,110.00' 11.71 1 

34,085.00 13.00 
21,100.00, 9.10 

3 1.515.00; 11. S7 1 

■s 10,0<V).00 4.80" c 
[ 82,450.00 37..33 
! 1 9 , 3 . 50 . 00 ' S.7G 

1 30,875.00 10.70 
! 27,.5I5.ao' 12.4G 
i 4 l.OCO.OO; 19.95 

52iV,,. 580.00! 100.00' r 

8220,8.50.00' lOO.O’O^T 
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Because of the shift from inventones to cash and receivables, the 
company seems to have been in a more liquid position at the end of 
1949 than at the end of 1948 However, there possibly is another 
side to the picture The receivables may have increased because 
collections are slowing up, and the decrease in the inventones may 
not be desirable in view of the increase in sales, as shown in the com- 
parative profit and loss statement on page 458 

Accumulation of working capital ratio The ratios in the follow- 
ing statement were computed as follows 

The ratios on the Cash line were computed by dividing the 
amount of cash by the amount of current liabilities 
The ratios on the Accounts Receivable line were computed by 
dividing the total of the ca<’h and the net accounts receuable 
by the amount of the current liabilities 
And so forth 




Cumulative Ratios to 


December 31 

Current Liabilities 
December 31 


1949 

1948 

1949 

1948 

Current AeseU 





Cash 


32 

08 

Accounts Receivable — Net 

109 105 OO 

82 450 OC 

130 

63 

Notes Receivable 

31 110 OO 

19 350 OC 

153 

82 

Finished Goods 

34 635 00 

36 875 OC 

189 

109 

Goods in Process 

24 16000 

27515 0C 

211 

129 

Raw Materials 

31 51500 

44 060 00 

2 39 

1 61 

Total 

1265 580 0011220 850 00! 



Current Liabilities 

$111 I20(K^ 

$137 010 OC 




This statement shows that, at the end of 1949, the cash and net 
accounts receivable were in excess of the current habihties, at the 
end of 1948 it was necessary to include also the notes receivable and 
the finished goods inventory to obtain a total equal to ohe current 
habilities 

yistio ci S3jf5 tc> Asswjib a rinmpany sells 

$100,000 00 of merchandise dunng each of two years At the end of 
the first year, the receivables still uncollected amount to $10 000 00, 
at the end of the second year, the receivables amount to $25,000 00 
The sales the first year are ten times the receivables at the end of the 
jear, the sales the second year are only four times the receivables 
at the end of the year It is obvious that the collections aie 
slowing up 

On page 467 is a similar computation for the Specialty Products 
Company 



Ch. 30] 


ANALYSIS OF STATEMENTS 


467 


1019 194S 

Net sales during the year S9G3, 605.00 $707,110.00 

Notes and accounts receivable — end of year 140.215.00 101,500.00 

Ratio of sales to receivables . 6.57 6^5 


The receivables appear to be slightly less current at the end of 
1949 than at the end of 194S. (The ^oss receivables should be 
used in thi ,5 computation if the information is available.) 

Finished goods turnover. Is the finished goods inventoi^' being 
converted into receivables as rapidly as it has been in the past? 



1949 

1915 

Cost of goods sold . 

$702,415.00 

$551,:300.00 

Average inventoiy of finished good.-: 

Inventory’ at beginning of year 

Inventoiy at end of year 

S 36,575.00 
34,655.00 

S 31,410.00 
36,575.00 

Total. . 

S 71,560.00 

S 6S2S5.00 

Average inventorj' 

$ 35,750.00 

S 34.142.50 

Turnover (cost of sales average inventoiy) 

19.63 

16.15 


This computation indicates that the finished goods inventory was 
turned more frequently in 1949 than in 194S. 

Raw material turnover. Is the raw material inventorj' being 
converted into finished goods as rapidly as it has been in the past? 
The following computation indicates that the raw material inventor}' 
was turned more frequently in 1949 than it was in 194S. 


1949 194S 


Raw material' med 

$429,530.00 

$316,530.00 

.\verage inventory of rav matcriaL-!; 
inventorv at becinning of vear 

S 44.060.00 

$ 25,615.00 

Inventory at end of year 

31,515.00 

44,oro.oo 

Total 

$ 75,575.00 

.$ 72,675.00 

.tverage inventoiy 

S 37,757.50 

$ 36.337.50 

Turnover (materials used -r- average inventory) 

11.37 

S.71 


Miscellaneous Ratios 

Ratio of net worth to debt. The ratio of net worth to debt 
shows whether the proprietorship equity is increasing or decreasing 
in relation to the liabilities. 

DecemiKT 31, 

1949 19iS 

Total capital stock and surplus $324,6-40 00 $262,025.00 

Total liabilities .. 211,120.00 257,010 00 

Ratio of net ■ivorth to debt 1.54 1.10 

These ratios show an improvement in financial condition; the 
stockholders' interest in the business at the end of 1949 was 1.54 
times the creditors' interest, whereas, at the end of 194S. it was only 
1.10 times the creditors' interest. 
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Book value per share of stock In considering the stockholders 
interest m the business it will be interesting to note the change 
which has taken place m the book value per share of stock 


Capital stock 
Earned surplus 
Total net worth 
Shares of stock outstanding 
Book value per share 


$324 640 00 $262 025 00 
2 500 2 000 

$129 86 $131 01 


If common and preferred stocks are outstanding, book values 
must be computed for each class This means that the net worth 
must be divided into ttvo parts the portion applicable to the pre 
ferred stock and the portion applicable to the common stock If the 
preferred stock is nonparticipating and there are no dividends in 
arrears, no portion of the surplus should be allocated to the preferred 
stock If the preferred stock is fully participating, the surplus must 
be apportioned ratably between the common and preferred stocks 
^tio of net worth to net fixed assets Many businesses have 
come to grief because of overinvestments in fixed assets which impose 
fixed charges upon the business The folloiving computation shows 
that the ratio of net worth to net fixed assets is increasing 


Net worth 
Fixed assets — net 

Ratio of net worth to net fixed assets 


Ratio of net sales to net fixed assets An increasing investment 
m fixed assets is particularly dangerous if the sales do not increase 
proportionately with increases in fixed assets Therefore, the ratio 
of net sales to net fixed assets should also be computed 


Net sales during the year 
Fixed assets — net — at end of year 
Ratio of net sales to net fixed assets 3 57 2 54 

Ratio of net mcome to net sales The object of all business is to 
make a profit Therefore, it is important to know whether, out of 
each dollar of net sales, as ranch profit remains as heretofore This 
is determined by computing the ratio of net mcome to net sales 


Net mcome 
Net sales 

Ratio of net income to net sales 


$ 37 615 00 $ 12 050 00 
963 60o 00 707 110 00 

3 90% 1 70% 
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Ratio of net income to net worth. Tlie rate of net income on 
sales may increase, but the sales may decrease so that the net income 
is a smaller per cent of the net worth than heretofore. Or the num- 
ber of shares of stock outstanding may increase, so that the net 
income per share is less than before. Therefore, the following 
computation may be desirable; 


Net worth at beginning of the yc.ar: 

Capital stock (it is a-sumed that the additional stock was 

1949 

191S 

issued at the beginning of 1949) 

$2,50,000.00 

$200,000.00 

Earned surplus. . . 

02,025.00 

59,975.00 

Total. . . 

$.312,025.00 

$259,975 00 

Net income for the year 

37,015 00 

^2,050.00 

Ratio of net income to net worth 

“liToo'T " 


Net income per share 

$15 05 

$0 03 


Summary. Other ratios may be computed, but those illustrated 
indicate the general method of using ratios in statement anah'sis. 

The ratios illustrated may be assembled in an analytical sura- 
marj' in the following form. Increases indicate improvements. 



1919 

191S 

Is the working capit.nl condition improving? 



tVorking capital ratio — dollar, of current a.«sets per dollar of current 



liabilities. . . 

.$2.39 

$1.01 

Acid test ratio — dollars of cash and net receivables per dollar of 



current liabilities 

$1.5S 

$ .82 

Are the current assets being converted as rapidly iv- heretofore? 



Receivables — ratio of sales to receivables . ... 

G.S7 

0.95 

Finished goods — turnover . . 

19.03 

16 15 

Raw materials — turnover ... 

11.37 

S.71 

Is the stockholders’ interest in the bminess increasing? 



Ratio of net worth to debt 

1.54 

1.10 

Book value per share of stock 

$129.86 

$131.01 

Is there anv tendenev to overinvestment in plant? 



Ratio of net worth to net fi\crl a.sscts 

1.20 

.94 

Ratio of net sales to net fixed as.scts 

3.57 

2.51 

Arc the earnings improx-ing? 



Ratio of not income to net sales. . . 

3.90 '“o 

1.709o 

Ratio of net income to net worth 

12.00 

4.01^ 

Net income per share of stock. . . . 

$15.05 

$6.03 


Statement Analysis — Illustrative Case 

Analysis of a single balance sheet. Below is a balance sheet 
which we sh.all assume was submitted to a bank’s loaning officer in 
support of a request for a loan. For the time being we shall assume 
that it was the only statement submitted, and we shall see what 
infoimation can be obt.ained from it. 
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Balance Sheet 


December 31, 1919 


AmcIi 



Current Assets 



Cash 


S 15,000 00 

Accounts Receivable 

$106,000 00 


Less Reserve for Bad Debts 

3 000 00 

103,000 00 

Inventories 



Finished Goods 

$135,000 00 


Goods in Process 

18,000 00 


Raw ^fateriats 

30,000 00 

1 83,000 00 

Total Current As'cts 


$301,000 00 

Fixed Assets 



Land 


S 15000 00 

Buildings 

$200 000 00 


I,ess Reserve for Depreciation 

30 000 00 

170,000 00 

Machinery and Equipment 

$ 86,000 00 


Leas Reserve tor DeprecaUon 

12,000 00 

74 00000 

Total Fixed Assets — Net 


259,000 00 



$560 000 00 

aad IT*I W»rtb 


Current Liabilities 


$100.00000 

Fixed Liabilities 



Bonds Payable 


75,000 00 

Total Liabilities 


$175,000 00 

Ket Worth 



Capital Stock — $100 00 Par Value 


$250,000 00 

Earned Surplus 



Balance, Beginning of \ear 

$119.000 00 


Surplus for the Year, Before Dividends 

31,000 00 


Total 

$150,000 00 


Les-s Dividends 

15 000 00 

133,000 00 

Total Net Worth 


385,000 00 



$560 000 00 

Workmg Capital Rabo 


Current Assets 



Cash 


$ 15,000 00 

Accounts Receivable 

$106 000 00 

Less Reserf e lor Bad Debts 

3,00000 103,00000 

Inventories 



Finished Goods 

$133 000 00 

Goods in Process 

18,000 00 

Raw Materials 

30,000 00 183,000 00 

Total 


$301,000 00 

Current Liabilities 


100 000 00 

Working Capital 


$201 000 00 

Workir^ Capital Ratio 


3 01 to 1 

This ratio is considerably in excess of the rule-of-thumb 2 to 1 

ratio. 
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Acid Test Ratio 

Quick Current Asset* 

Cash S 15,000 00 

Accounts Rcrei\ablc — Lc*s Reserve 103,000 00 

Total. SI 18,000 00 

Current Liabilities 8100^000*00 

Acid Test Ratio " l!lS 


The acid test ratio more than meets the 1 to 1 requirement set up 
by some analysts. 


Percentage Distribution of Current Assets 



Amount 

Per Cent 
of Total 

Cash 

8 15,000 00 

4 98% 

Accounts Receivable — Lc*a Reserve 

103,000 00 

34 22 

Finivhed Goods 

135,000 00 

4185 

Goods m Procc."' 

18,000 00 

5 98 

Raw Materials 

30,000 00 

9 07 

Total... . 

8301,000 00 

100 00% 


Accumulation of Working Capital Ratio 


Cumulative 
R.atio to 
Current 
.Vmount Liabilities 

Cash . . 

Accounts Receivable — Le*s Reserve 
Finished Goods 
Goods in Process. . 

Raw Matcn.vls . . 

Total 


8 15,000 00 15 

103.000 00 1 18 

135.000 00 2 53 

18.000 00 2 71 

30.000 00 3 01 

8301,000 00 


The percentage distribution of current assets and the accumula- 
tion of working capital ratio seem to indicate a satisfactor}’ current 
condition. 


Ratio of Net Worth to Debt 


Net Worth: 

Capital Stock . . . 82.50,000 00 

Earned Surplus 135,000 00 

Total 000 00 


Liabilities; 

Current... . s 100,000 00 

Tivicd. 75,000 00 

Total 81 1 *,000 00 

R-atio of Net Worth t« Dc!n ”2 20 to 1 


Tills ratio shows that there is a considerable capital to protect 
the liabilities. 
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Net Worth $385,000 00 

Fixed Assets — Less Depreciation 

Land $ 15,000 00 

Buildings 170 000 00 

Machinery and Equipment 74,000 00 

Total $259 000 00 

Ratio of Net Worth to Net Fixed Assets 149 to 1 


This ratio seems to indicate that the investments in fixed assets 
have not starved the company for working capital 

The balance sheet shows “Surplus for the Year, Before Dividends 
— S31,000 00 ” Tentativelj accepting this amount as the net 
earnings for the year, we can make the following computation: 
Earning per Share of Stock — Tentative 


Surplus for the \ ear, before Dividend 
Capital Stock 
Par Value 
Number of Shares 
EanuDgs per Share 


$ 31,000 00 

$250,000 00 
2 500 
$12 40 


Book Value per Share cf Stock 


Capital Stock $250,000 00 

Earned Surplus 135 000 00 

Total $385 000 00 

Number of Shares of Stock 2,500 

Book Value per Share $154 00 


Comparative balance sheet analysts. It l« advisable to examine 
at least two balance sheets to see whether the condition is getting 
better or worse. 

A comparativ e balance sheet of the A B Company is presented 
on page 473, and is subjected to analy'sis. 

Workiog Capital Ratio 


December 31, 


Current Assets 

1949 

1918 


$ 15,000 00 

$ 40,000 00 

XttwaaVs Pi*ewaWt— Less Present 



Finished Goods 

135,000 00 

110,000 00 

Goods m Process 

18,000 00 

13,000 00 

Raw Materials 

30,000 00 

25,000 00 

Total 

$301,000 00 

$259,000 OO 

Current Liabilities 

100,000 00 

70 000 00 

Working Capital 

$201,000 00 

$189 000 00 

Working Capital Ratio 

301 



This statement shows that the amount of the working capital 
has increased but the ratio has matenally decreased. 
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AS COMPANY 
Comparative Balance Sheet 
December 31, 1949 and 1948 


December 31, Incrcaf'C 

1919 191S Decrease* 



Assets 



Current Assets: 




Cash 

.? 1.1,009.00 

S 40,000.00 

$ 25,000.00' 

Aecounts Receivable ... . 

$10(5,000.00 

$ 74,000.00 

$ 32,000.00 

Less Reseta’e for Bad Debts 

3,000.00 

3,000.00 

— 

Aceounts Receivable — Net 

8103,000.00 

S 71,000.00 

$ 32,000.00 

Inventories: 




Finished Goods 

$13.1.000.00 

$110,000.00 

S 25,000.00 

Goods in Process . 

18,000.00 

13,000.00 

5,000.00 

Raw Materials . ... 

30.000 00 

2.5,000.00 

5,000.00 

Total Inventories . 

$183,000 00 

$148,000.00 

S 35,000,00 

Total Current Assets. 

$301,000.00 

$259,000.00 

S 42,000.00 

Fixed Assets: 




Land 

$ 1.5.000 00 

$ 15,000.00 

s __ 

Buildings 

$200,000 00 

$13.5.000.00 

S 65,000.00 

Less Resen-e for Depreciation . 

30,000.00 

20,000.00 

10,000.00 

. Cost Less Depreciation 

$170,000 00 

$115,000 00 

$ 55,000.00 

Machinerv and Equipment 

$ 80,000 00 

$ 05,000.00 

$ 21,000.00 

Less Resen-e for Depreciation 

12,000 00 

10,000 00 

2,000.00 

Cost Less Depreciation 

$ 74.000.00 

$ 55,000.00 

$ 19,000.00 

Total Fi.ved Assets — Net . 

$2,59,000 00 

?1S5.000.00 

$ 7-1.000.00 


$500,000.00 

$444,000 00 

$110,000.00 

liabilities and J?et Worth 



Current Liabilities: 




Accounts Pavable 

$100,000.00 

$ 70,000 00 

$ 30,000.00 

Fived Liabilities: 




Bonds Payable. . 

$ 73,000.00 

$ 55,000.00 

S 20,000.00 

Net IVorth: 




Capital Stock 

$250,000.00 

$200,000 PO 

S 50,000.00 

Earned Surplus; 




Balance at Bccinning of Year 

$119,000.00 

$ 95.200 00 

$ 23.SO0.0O 

Surplus for Year, before Dividends. 

31,000 00 

,^5,'40O 00 

4.SOO.OO* 

Total 

$1,50,000.00 

$131,000 00 

$ 19,000.00 

Less Dividends 

l.'^OOO 00 

12,00) (X) 

3,000.00 

B.aLance at End of Y’car 

$135,000.(10 

$1 IP,(>'‘i.P0 

$ 1C,0(X».00 

Total Net Worth 

$3S.5,000.00 

.«319.(Kn.OO 

S 60,000.00 


$5G0,000._(» 

$1! 1,000.00 

$116,000.00 
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Aad Test Ratio 


December 31, 


Quick Current Assets 

1949 

1948 

Cash 

$ 15,000 00 

$ 40,000 00 

Accounts Receivable — Less Reserve 

103 000 00 

71,000 00 

Total 

SllSOOOOO 

$111,000 00 

Current Liabilities 

$100 000 00 

$ 70 000 00 

Acid Test Ratio 

1 18 

159 


A companson of the acid test ratios indicates that the company 
was in a considerably le'^s liquid position at the end of 1949 than at 
the end of 1948 — a fact which is further indicated by the two 
following computations. 


Percentage Distribution of Current Assets 


Cash 

Accounts Receivable — I/2ss Reserve 
Fini'hed Goods 
Goods in Process 
Raw Matenals 
Total 


December 31, 1949 
Per Cent 
Amount of Total 
$ 15,000 00 4 98% 

103 000 00 34 32 

135,000 00 44 85 

18.000 00 5 98 

30.000 00 9 97 

$301 000 00 100 00% 


December 31, 1948 
Per Cent 
Amount of Total 
$ 40 000 00 J5 45% 

71,000 00 2741 

110,000 00 42 47 
1300000 502 

25 000 00 9 05 

$259,000 00 100 00% 


Aecumutatcoa of Working Capital Ratio 


December 31, 1949 December 31, 1948 

Cumulative Cumulative 

Amount Ratio Amount Ratio 


Cash 

Accounts Receivable— Less Rc' 
serve 

Finished Goods 
Goods in process 
Raw Materials 


$ 15,00000 

103.000 00 

135.00000 
18,00000 
30 000 00 


15 

1 18 
253 

2 71 

3 01 


$ 40,000 00 57 

71.000 00 159 

110,000 00 3 16 

13.000 00 3 34 

25.000 00 3 70 


Total 


$301,000 00 


$259,000 00 


Ratio of Ret Worth to Debt 


Net Worth 
Capital Stock 
Earned Surplus 
Total 
Liabilities 
Current 
Fixed 
Total 

Ratio of Net Worth to Debt 


December 31, 


1949 

1948 

$250,000 00 

$200 000 00 

135 000 00 

119,000 00 

$385 000 00 

$319,000 00 

$100,000 00 

$ 70,000 00 

75 000 00 

55 000 00 

$175 000 00 

$125,000 00 

220 

2 65 
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A comparbon of these ratios indicates that the ratio of net -u-orth 
o debt decreased; that is, the capital cushion for the protection of 
;he creditors was relativelv smaller at the end of 1949 than at the 
?nd of 1948. 


Ratio of Net Worth to Net Filed Assets 


Docetiiber 31. 



1919 

19 !S 

Net Worth — as Above 

SAAl.OOO.tX) 

S319.0<90.00 

Fixed Assets — Less Depreciation; 



Land 

$ 1-5,000.00 

? I 5 .OO 1 AOO 

Buildings. 

170.000.00 

11 . 5 , 000.00 

Machinery 

74,000.00 

5.5.000.00 

Total. . 

.?2.59,0do.0O 

S1S5,000.00 

Ratio of Net Worth to Net Fixed Assets 

1.49 

1.72 


This computation shoe's that, although the net worth increased, 
;he increase in the fixed assets caused a decrease in the ratio of net 
ivorth to fixed assets. This raises the question whether the increase 
n plant facilities was accompanied by a corresponding increase in 
Dusiness — a question which cannot be answered without access to 
Dperating statements. 

Again tentatively accepting the amounts showm as Surplus for 
the Year Before Dividends in the comparative balance sheet as 
representing net earnings, we can make the following computation: 


Earnings per Share of Stock — Tentative 

Yc.ar Ended 
De cember 31. 

1949 194S 

Surplus for the Year — Before Dividends . SSl.OW.OO Soo.SOO.OO 

Number of Shares Outstanding at the End of the 
Year. --^CO 2,000 

Earnings per Share $12.40 $0.90 


Book Value per Share of Stock 

Dceerabe.* 31. 

1949 lUjS 

Net Worth — as above. _ SoS-^COlOO ?319,tm00 

Number of Shares Outstardirg at the End of 

the Year . . 2.W0 

Book Value per Share , SIS-S.OO $159.50 

Balance sheet and operating statement analyses. ^Ye sh.all now 
assume that the comparative profit and loss statement on page 476 
is a%-ailable. and shall see what an analj-sis of that statement will 
disclose. 
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Comp&r&tiTe Profit sad Loss Statemeat 
For the Years Ended December 31, 1049 and 1048 


Hatio 



Year 

Increase 

1949 


1919 

1948 

Decrease* 

to 1948 

Grosa Sales 

$862,000 00 

$828,000 00 

$34 000 00 

104 

Returns 

12 00000 

8000 00 

4,000 00 

150 

Net Sales 

$850000 00 

$820,000 00 

$30 000 00 

104 

Cost of Sales 

595000 00 

657,600 00 

37,400 00 

107 

Gross Profit 

$233,000 00 

$262,400 00 

$ 7,400 00* 

97 

Selling Expenses 

148 00000 

132,000 00 

16,000 00 

1 12 

Net Profit on Sales 

$107,00000 

$130 400 00 

$23,40000* 

82 

General Expense 

9GOOOOO 

94 600 00 

1,400 00 

101 

Net Operating Profit 

$ 11 00000 

$ 3d.800 00 

$24,800 00* 

31 

Profit on Securities 

20 000 00 

— 

20,000 00 


Increase in Surplus, before Dividends $ 31 000 00 

$ 35.800 00 

$ 4 800 00* 

87 


We have already teen that the gross book values of the fixed 
assets (see comparative balance sheet on page 473) have increased 
as follows. 

December 31, Increase 

1049 1948 Amount Per Cent 

Buildings $200,000 00 $135,000 00 $65,000 00 48% 

Machineiy and Equipment 86,000 00 65,000 00 21,000 00 32 

Let us now examine the comparative operating statement and see 
what operating trends the statement discloses, and what answers we 
can. get to the question. Is the company benefiting or sufiering from 
Its plant expansion^ 

With a 48% increase in buildings and a 32% increase in machin- 
ery' and equipment, the company's gross sales have increased only 
4%. Obviously, the plant additions have not yet justified them- 
selves by an inci eased volume of business 

With a 4% increase in gross sales, there has been a 50% increase 
in returns, this suggests the piossibility that the new plant is not 
producing satisfactory merchandise 

The 4% increase m net sales has been accompanied by a 7% 
increase m the cost ol goods sold Oust what has caused this in- 
crease is, of course, not determinable from the data shown by the 
available statements. 

Because the increase in the cost of goods sold is greater than the 
increase in the net sales, there is a decline in the gross profit on sales 
The selling expenses have increased 12%. This suggests the 
possibility that sales promotion efforts and expenditures have been 
increased in an attempt to obtain orders for the additional merchan- 
dise which could be produced m the added plant. The fact that the 
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sales increased only 4% indicates that tliis additional sales effort was 
relatively unsatisfactory. 

Finally, and of extreme significance, the fact is disclosed that the 
net operating profit decreased from S3o, 800.00 in 1948 to 811,000.00 
in 1949, and that most of the 1949 profit was an extraneous profit 
on the sale of investment securities. This extraneous profit should 
be ignored when considering earning power. 

Analysis of Manufacturing Costs 

We shall now assume that we have obtained a statement showing 
the cost of goods manufactured and sold during the two 3’^eai-s, and 
have abstracted from it the following data applicable to manufactur- 
ing costs: 


Year Ended DeccmberSl, 



1949 

194S 

to 194S 

Materials 

SISO, 090.00 

$172,000.00 

1.05 

Labor 

225,000.00 

213,000.00 

1.06 

Manufacturing Expenses . , 

220,000 00 

194.GOO.OO 

1.13 

Total Cost of FinisUed Goods Manufactured . 

. ?025,000.00 

■$579,600.00 

l.OS 


We now have the following facts, which appear very significant : 

The investment in buildings increased 48%. 

The investment in machineiy and equipment increased 32%. 

The sales increased 4%. 

The cost of goods manufactured increased 8%. 

Material costs increased 5%. 

Labor costs increased G%. 

Manufacturing C.xpenses increased 13%. 

The increased investments in buildings, machinerjq and equip- 
ment have not been accompanied bj' corresponding increases in sales 
or production. 

It appears likely that the fixed charges resulting from the in- 
creases in fixed assets caused the 13% increase in manufacturing 
expenses. The manufacturing expenses were 91.4% of labor in 1948 
and 97.8% in 1949. This increase in the overhead rate naturallj' 
increased the unit cost of the goods produced and decreased the 
gross profit. 

The management probablj' hoped that the increased plant would 
permit increased production and that the companj* could make more 
sales and more profit. It seems possible that this hope has not been 
fulfilled, and that the result has been increased manufacturing costs 
and decreased profits. 
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Production and Inventories 


The following data were summarized from the comparative 
statements on preceding pages. 


Cost of Goods Manufactured 
Net Sales 

Inventones — End of Year 
Finished Goods 
Goods in Process 
Haw Materials 


YearEndedDecemberSl, pp, Penf 

1949 1948 Increase 

$625.000 00 $579,600 00 7 83% 

850.000 00 820,000 00 3 66 

135.000 00 110,000 00 22 73 

18.000 00 13,000 00 38 46 

30.000 00 25,000 00 20 00 


This analysis seems to disclose a matter of maj or significance : an 
increase in the cost of goods manufactured out of proportion to the 
increase m sales, and a consequent increase m inventories. This im- 
mediately suggests the question Is the management (faced with 
increased manufacturing expenses because of increased plant) trying 
to keep down the unit manufacturing costs by increasing the quan- 
tity of production, but finding that the increased production cannot 
be sold, the result that slow-moving inventories are piling up? 

Let us measure the effect of these inventory increases on the 
turnovers. 


YearEndedPecemberSl, 



1949 

194S 

Finished Goods Turnovers 



Cost of Goods Sold 

Finished Goods Inventone' 

$595,000 00 

$557,600 00 

December 31, 1947 


$ 90,000 00 

December 31, 1948 

$110,000 00 

110,00000 

December 31, 1949 

135,000 00 


Total 

$245 000 00 

$200 000 00 

Average Inventones 

$122,500 00 

$100,000 00 

Turnovers 

4 86 

5 58 

Materials Turnovers 



Materials Used 

$180 000 00 

$172 000 00 

Raw Materials Inventones 



December 31, 1947 


$ 20,000 00 

December 31, 1948 

$ 25,000 00 

25,000 00 

December 31, 1949 

30 000 00 


Total 

S 53,000 00 

$ 45 000 00 

Average Inventones 

$ 27.500 00 

$ 22 500 OO’ 

Turnovers 

6 55 

7 64 


The analysis of working capital on preceding pages disclosed a 
decrease in the working capital ratio and a decrease in the acid test 
ratio. Another weakening of the working capital now appears: 
The inventories are moving less rapidly. 



Ch. 30] 


ANALYSIS OF STATEMENTS 


479 


Analysis of Receivables 

Attention has alreadj' been directed to the 12% increase in selling 
expenses, and to the possibihty that this increase resulted from a 
campaign to increase sales in order to dispose of the additional mer- 
chandise which could be produced by the added plant. The 4% 
increase in sales indicated that, if such a campaign was conducted, 
it was not very successful. 

Another question now occurs to us: Has the company, in an 
effort to find a market for increased product, rela.xed its credit re- 
quirements, with the result that goods have been sold to customers 
from whom it is more difficult to make collections? Some light may 
be thrown on this question by a computation of the receivable 
tm:no\*ers. 

Year Ended DeccmberSl, 

mo ms 

Net Sales for the Year. $550,000.00 $520,000.00 

Accounts Eeceivable — End of Year 100,000.00 74,000.00 

Ratio of Sales to Receivables S 02 11.05 

The ratios of net sales to receivables indicate that the receivables 
at the end of 1949 were less current than those at the end of 194S. 

Summary. The principal features in the foregoing analysis are 
summarized below: 

(1) During the year the company made extensive additions to 

fixed assets: 

Buildings . . . 

Machincta' . 32^c 

(2) These increases were accompanied by a 13% increase in 

manufacturing overhead. 

(3) The increases in fixed assets and in manufacturing overhead 

were not accompanied by proportionate increases in the 
volume of sales. Therefore, it seems doubtful that the 
plant expansion was justified. 

(4) The 13% increase in manufacturing overhead, spread over 

5% more material and 6% more labor, increased the imit 
manufacturing costs. 

(5) Consequently, there was a decrease in the rate of gross profit. 

(61 Since the decrease in the rate of gross profit was not com- 
pensated by an increase in sales volume, there was a de- 
crease in the amount of gross profit. 

(7) The selling expenses increased S16.000.00. or 12% — e%idently 
as the result of a promotional program to obta.in markets 
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for the additional product Hoii ever, the sales increased 
only 4% 

(8) The net operating profit decreased from 835,800 00 in 1948 

to 811,000 00 in 1949 

(9) In an effort to keep the factory busy and reduce umt costs, it 

appears that goods ha\e been manufactured in excess of 
requirements, with a resulting increase in mventones 

(10) And in an effort to dispose of the mventones, it appears that 

sales have been made to poorer credit nsks, with the result 
that there are more old accounts on the books than 
heretofore, and larger bad debt los®es may be in prospect 
Howe\er, there has been no mcrease in the reserve for 
bad debts 

(11) The working capital ratio has decreased from 3 70 to 3 01 

(12) The working capital position has been weakened further by 

the less liquid distnbution of current assets less cash and 
more receivables and inveoton^ — particularly the latter 

(13) The working capital position has been still further weakened 

because the current assets are being converted less 
rapidly than in the past 

(14) This weakening of the current position is evidently making 

it more difficult for the company to pay its current debts, 
as indicated by the mcrease m current habilities from 
870,000 00 to 8100,000 00 — an increase of 43% 
Limitations of statement analysis Comparative balance sheets, 
profit and loss statements, and statements of cost of goods manu 
factured and sold may not contain all the information reqmred to 
reach a positive conclusion After analj'^es such as those in the 
preceding illustrativ e case have been made, it is advusable for anyone 
interested in the business to have a conference with the management 
to see whether any of the apparently unsatisfactory conditions or 
trends ate subject to explanation 

For example, the president of the A B Company might tell us 

The plant additions were made in the latter part of 1949, and 
were m operation only dunng a part of December 
The large returns in 1949 were the result of a sale of unsatis- 
factory merchandise to one customer The cause of the 
defect m the merchandise has been corrected 
The 13% mcrease in manufacturing overhead, compared with 
the mcreases of 5% in material and 6% m labor, resulted 
from the fact that operations were charged with some ex- 
penditures durmg the constnichon period which could have 
been capitahzed 



Ch. 30] 


ANALYSIS OF STATEMENTS 


481 


During 1950 it will be possible to keep the plant sufficiently 
busy to cut down the unit overhead costs to about the 194S 
level. 

The management feels optimistic about being able to increase 
the sales materially, because there are alread}^ on hand 
numerous orders which resulted from the extensive (and 
expensive) sales campaign conducted toward the end of 1949, 
which caused the increase in selling expenses. 

The increases in inventories and receivables are temporary. 
The receivables are large because of heavy sales made late 
in December, after the plant was in operation and goods 
were available. The inventories are high in anticipation of 
the filling of orders now held and expected to be received. 

The unfavorable worldng capital condition and the profit 
record will be corrected, now that the plant is in full opera- 
tion and orders can be filled. 

On the other hand, management may be unable to make any 
explanations which minimize the significance of apparently unfavor- 
able conditions or trends disclosed by statement analyses. 
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Matters Related to Payrolls 

Federal old age benefits taxes. The Social Security Act of 1935, 
as amended, provides for federal government disbursements called 
variously ‘ old age benefits,” "old age and survivors’ benefits,” 
“old age insurance,” and “old £^e annuities ” These payments in- 
clude monthly benefits to workers who retire at age sixty-fi\ e, supple- 
mentary benefits to their wives and dependent children, benefits for 
survivors of wage earners who die, and lump sum payments m some 
cases 

The funds reqmred for these disbursements are obtained from 
taxes (generally called ‘ O A B taxes”) levied under the Federal 
Insurance Contnbutions Act on employers and employees, in 
amounts based on wage payments for services performed in the 
Umted States, Alaska, and Hawau, and on American vessels The 
following services are excepted agricultural and casual labor, 
domestic services, family employment (such as the employment of 
a child under twenty-one by a parent) service on foreign vessels, 
services for the federal, state, and local governments and foreign 
governments and their instrumentalities, services for religious, 
charitable, and miscellaneous non profit organizations, servnces for 
rail earners, services of student nurses and internes, servnees of 
fishermen, and services of persons under eighteen engaged m news 
paper distribution Payments made to an independent contractor 
for services performed are not wages 

The taxes levied on employees are withheld by the employers 
from wage payments, these tax withholdings, as well as the taxes 
levied on the employers, are remitted by the employers to the 
Collector of Internal Revenue 

The law ongmally provuded that the imtial rate of 1%, applicable 
to both the employer and the employee, should be increased of 1 % 
every three years to a maximum of 3% however, these increases 
were deferred, and the rates, at the time of this writing, are set at 
1% through 1949, 1H% 19^0 and 1951, and 2% thereafter 

You <5hould deterimne the rate currently m effect 

The tax is not levned on wages m excess of S3, 000 00 paid to a 
worker by one employer during a calendar year However, if an 
individual works for two or more employers during a calendar jear, 
each employer is required to pay the tax on his wage payment* 
462 
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to the employee up to ?3, 000.00, and to make similar deductions 
from the employee’s wages. The employee can obtain a refund from 
the government for deducted taxes on his aggregate wages for 
the year in excess of $3,000.00; the employers cannot obtain a 
refund. 

Each employer must apply to the Social Security Administration 
for an “identification munber,” to be shown on his tax retirm. Each 
worker must apply to the Administration for an “account number” — 
often refeiTed to as his social security number; the emplo}’er must 
be infonned of the accoimt number of each of his employees, for 
use in his records and reports. 

The employer is required to report to each emploj'ee the amount 
of old age benefit tax deducted from his wages. This may be done 
by gi^’ing the employee a report covering one, two, three, or four 
quarters of a year, and showing the name of the employer, the period 
covered, the total amount of wages earned, and the amount of the 
tax deduction. Or the employer may make a similar report to the 
employee at the time of each wage pajunent. If emplojmient is 
terminated, the employer must give a final statement to the em- 
ployee on the date of the final wage pajTnent. It is believed that 
most employers find it more convenient to report the tax deduction 
at the time of making each wage pajunent, rather than in reports for 
one or more quarters ; methods of making such reports to employees 
are illustrated on pages 497 and 49S. 

The taxes assessed against the employer and his employees are 
payable by the employer quarterly (for the quarters ended March 31, 
June 30, September 30, and December 31); the returns should be 
filed ■R'ith the Collector of Internal Revenue not later than the last 
day of the month following the period covered by the return. An 
illustration of the emploj'er’s tax return (Form SS-la) is shorni on 
page 484; if more than one sheet is required, continuation sheets 
are used. 

It will be obsen-ed that the amounts of the employer’s tax and 
the total employees’ taxes may differ. This is because, in the 
computation of the taxes, fractional cents are ignored if they are 
less than half a cent; if more than a half cent, they are regarded 
as a cent. 

The employer is required to maintain records which show, as to 
each employee, his name, address, and social security number; the 
total compensation due him at each pay date; an^' portion thereof 
not subject to tax: the period covered by the paj-ment; and the 
amount of old age benefit insurance tax deducted. The employer 
must also keep copies of all returns and reports filed by him with 
government authorities. 
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Federal unemployment insurance taxes. Taxes are le^Ted 
against employers (but not against employees) imder the Federal 
Unemplojment Tax Act to obtain funds required to meet the pro- 
\’isions of the Social Security Act relative to unemployment insur- 
ance, sometimes called unemploymenl compensation. Unemployment 
compensation payments are not made by the federal govern- 
ment directly to unemployed persons; the funds obtained by the 
collection of federal imemployment insurance taxes are used to 
make grants to the vaiious states to assist them in carrying out 
their ovm unemployment compensation programs. Laws pro\iding 
for imemployment compensation payments have been enacted by- 
all the states and territories. 

Unlike the federal old age benefit tax, which is assessed against 
an employer uith one or more employ'ees in covered employment, 
the federal unemploymient insurance taxes are assessed against only- 
certain employ-ers, as defined in the law, as follows: 

“The term ‘employer’ does not include any- person unless on each 
day of some twenty- days during the taxable year, each day being in a 
different calendar week, the total number of individuals who were 
employed by- him in employ-ment for some portion of the day- (whether 
or not at the same moment of time) was eight or more.” 

The expression "employ-ed by him in employment” has the 
significance of employed by him in covered employment, or, in other 
words, not employ-ed in the perfoimance of exempt sen-ices. The 
sendees w-hich are exempt, or excepted, for purposes of this act are 
almost identical vdth those mentioned on page 482 in the discussion 
of federal old age benefit taxes. A person is not subject to the 
federal unemployment insurance tax unless he has employ-ed at 
least eight indi^dduals for the performance of nonexempt ser\dces on 
at least one day- during at least twenty- different weeks of the taxable 
y-ear; and an employ-er who is subject to the tax is assessed on the 
basis of wages paid to only those employ-ees who are engaged in the 
performance of nonexempt ser\dces. 

The federal unemployment insurance tax rate is : wages in 
excess of $3,000.00 paid to any one indhddual during the taxable 
y-ear are not subject to the tax. Although the tax rate is 3(^, the 
employ-er is entitled to a credit for taxes paid to the states and ter- 
ritories under their unemployment compensation laws. This credit 
cannot be more than 90% of the tax assessed by- the federal govern- 
ment at the 3% rate. Because of this provision in the federal Law, 
the states have generally- established a 2.7% unemployment com- 
pensation tax rate. Since taxable wages are generally- (though 
subject to some minor exceptions) computed in the same m.mner for 
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both federal and state taxes, the tax rates are usually considered to 
be as follows 


Federal tax 3% 

State tax 2 7 

Total 

Although the basic rate for state taxes is 2 7%, the tax actually 
payable to a state may be computed at a lower rate Since one of 
the purposes of state unemployment legislation is to stabilize 
employment, the state laws contain provisions for merit-rating 
plans, under these provisions, an employer who establishes a good 
record for stable employment (thus reducing the claims upon state 
funds for unemployment compensation) may obtain the benefit of a 
state tax rate much lo^er than 2 7% In order to assure the em- 
ployer of the enjoyment of the tax saving resulting from the reduced 
state rate, the federal law provides that an employer paying a state 
tax at a rate less than 2 7%, as a result of the state's ment-ratmg 
plan, may deduct as a credit an amount computed at the 2 7% rate 
or at the highest rate applicable to any tax payer in the state, 
whichever is lower, the amount of the credit cannot, of course, be 
more than 90% of the federal tax 

The employer must file his federal unemployment tax return 
with the Collector of Internal Revenue on or before January 31 
following the taxable calendar year To assure himself of obtaimng 
the credit for state taxes, these taxes should be paid not later than 
January 31 

The federal tax return is made on Form 940, illustrated on page 
487 

There are two supporting schedules on the back of Form 940 
Schedule A explains the deduction taken m Item 2 of Form 940 for 
nontaxable remuneration Schedule B shows the credit for state 
taxes paid, or the credit to which the employer is entitled if his state 
tax rate under the ment-ratmg plan is less than 2 7% , if taxes are 
paid to more than one state, the amount of the payment to each 
state should be shown on this schedule 

The federal tax may be paid at the time the return is filed, or 
it may be paid in quarterly installments, on March 31, June 30, 
September 30, and December 31 of the year following that for which 
the tax IS assessed 

The employer’s records should contain all mformation required 
to support his tax return / 

State imemployment compensation taxes Stimulated by the 
enactment of the federal unemployment insurance legislation, which 
provided for federal grants to the stat^ as an aid m financing their 
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imemplojmeiit coinp»n®atioa programs, all tte states and temtones 
lla^e passed lavrs •s\lncli lia%e, in general, the folloTVing principal 
objeeti'v e_ 

(1) Tbf' payment of compensation, of limited amoimts and for 

limited periods, to unemplo^ ed w orkers 

(2) Th® operation of facili*ie« to assist emplojers in obtammg 

emploi ee and to a‘=^i®t irorLerB in obtaining emplojTnent 

(3) Tho encouragement of emplojers to stabilize emploi-roent, 

the inducement offered is a reduction m the tax rate, 

throu^ the ojieration of ment-ratmg s^'stems 

Since the la-n-F of the seieral states differ m man \ particulars, 
It -po '■ible here to gi\ e onl\ a general di'^cupsiom All the states 
lei 3 a tax on emplojers a len few also le%'> a tax on employees 
The list of exempt sen ices m the federal law is rather eloselj fol 
Ion ed in mo't of *he state laws Whereas the federal tmemplojment 
insumnce tax is a«v3-5sed agamst onlv those employers nho ha^e 
eight or more emplojee® manj of the state? assess taxes on em- 
ploy ers of a smaller number of indinduals — e^ en as fen as one In 
mo t states the tax i? not assessed on salane? in excess of $3 000 00 
In general, the ptate tax rate is ba'icaJli 2 T^'c but pro%'ision is made 
in some of the lan-s for increased rates if tbe> are essential to meet 
di bursement requirements All state laws include a ment-ratmg 
P^ an of some kind these plans are intended to effect lower taxes bj 
a reduction of the tax rate or b> a credit again?*! tax^ for emplc^ ers 
who hase €~iabh«hed (during an expenence penod usuallj of three 
rears) a fai orable record of stable emplo\TDent The resen e ratio 
plan IS tjpical m principle it operates as follows 

Assume that an emplojers average annual pavxoU for three 
jeare has been SIOO OCX) 00 

Resume also, that the balance in the state’s resene account 
with thi? emplo-v er is ^ 000 00 this i? the exces? of the taxes 
paid this emploser over the amounts of benefits paid bj 
th® state to hi? fonn'T employ ees 
The resen e ratio 000 00 - $100 000 OO) is 9% 

The hi^er the reserve ratio the lor.er the tax rate 

AIo'** B*ate? require employ ers to file returns quarterlj and to pay 
the tax bv the end of the month following the close of the quarter 
"^ce the amount of taxable t\ages paid to an individual is u'uallj 
one of the factors determimng the amounts of benefits paj able to 
btm Tih‘=‘n he is unemploved emplovers are required to file informa- 
tion returns showing the amount of compen«’ation paid to each 
emp^ov ee during the jienod. 

The states require emploj^TB to maintain a compensation record 
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for each emp%ee, showing, among other tilings, the period of em- 
ployment, the reason for termination of emploj-ment, the cause of 
lost time, and the amounts of periodical pajunents of compensation 
to him during the period of emplojunent. The specific requirements 
of each state are showm in its published regulations. 

Federal income tax v/ithholding. Employers of one or more 
employees are required to withhold federal income taxes from the 
wages of employees, except exempt wage pajunents, which are: 

(a) For ser%’ices performed as a member of the military or naval 

forces of the United States, other than pensions and retired 
pay includible in gross income, 

(b) For agricultural labor, 

(c) For domestic ser\’ice in a private home, local college club, or 

local chapter of a college fraternity or sorority, 

(d) For casual labor not in the course of the emploj'er’s trade or 

business, 

(e) For services by a citizen or resident of the United States for 

a foreign government, 

(f) For servdces performed by a nonresident alien (except that 

wages paid to residents of Canada and Me.xico who com- 
mute to work in the United States are subject to tax with- 
holding), 

(g) For sendees for an employer performed by a citizen of the 

United States if it is reasonable to beheve that; (1) 
during the entire calendar year the employee 'ndll be a 
bona fide resident of a foreign country; or (2) at least S0% 
of the wages paid by the employer will be for sendees in 
a U. S. possession. 

(h) For sendees performed as a minister of the gospel, or 

(i) As fees (but not salaries) to a pubhe official. 

The amount withlield from an employee’s wages is affected by 
the amoimt of his income and the number of exemptions (SGOO.OO 
each). 

An indhddual is entitled to: 

(1) Am exemption for himself. 

(2) An additional e.xemption if he is over 65, or whl become 65 

on or before Januarj' 1 of the follovdng j'car. 

(3) An additional e.xemption if he is blind. 

If the employee is married he can claim any of the above exemp- 
tions his spouse could claim if she were employed — unless, of course, 
she is employed and claims them herself. 

(4) An exemption for each dependent. Xo addilional exemp- 

tions arc allowed for aged or blind dependents. 
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A dependent ls a person who is closely related to the taxpaj er, 
who has a gross income of less than SoOO 00 for the jear, and who 
recen ed more than half of his support for the j ear from the taxpaj er 
In order to determine the amount of tax which he should with- 
hold from an employee s compensation, the employer must knon 
the number of dependents claimed by the employee Therefore, the 
emploj ee is required to furnish an Employee’s Withholdmg Exemp 
tion Certificate (Form TVM) to bis employer 

If the employee’s status as to exemptions changes durmg the 
jear, he shoiild give his emplojer an amended certificate, he is 
required to do go if the num^r of exemptions decreases, and he is 
permitted to do so if the number of exemptions increases, 

Althou^, m this discussion of income tax wathholdmgs, we are 
concerned pnmanly with the employer’s payroll procedures, inci- 
dental mention is made of the fact that employees should inform 
themselves as to whether they are required, or it is to their advan- 
tage, to file returns at the end of the year 

The emplojer’s report and payment procedures are summarized 
below ' 

B5 the 10th of each month the emploj er should deposit in a 
depositary bank autbonzed by the Secretary of the Treasury 
the amount of tax withhdd during the previous month if the 
amount thereof was §100 00 or more He should be given a 
depositary receipt by the bank. 

On or before Apnl 30, July 31, October 31, and January 31 of 
each year, the employer should file a quarterly report 
(Form Tl'’— 1, see page 491) with the Collector of Internal 
Revenue and pay, either m cash or by submission of de- 
positary receipts, the amount of taxes withheld during the 
previous quai^r 
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On or before Janu'iry 31 the employer should gi\ e each of his 
employees a mthholdiog receipt (Form W-2 , see page 491) 
showang the employee’s total wages for the precedmg year 
and the amount of tax withheld therefrom If an employ ee’s 
employment is terminated, the employer should gi\e him, 
at the time of the last wage payment, a withholdmg receipt 
covering the portion of the year during which he was 
employed 

On or before January 31 the employer should file mth the 
Collector of Internal Revenue a Reconciliation of Quarterly 
Returns (Form W-3), which summarizes the amounts of 
taxes shown by the quarterly returns Form W-3 should 
be accompanied by carbon copies of all forms W-2 gl^ en to 
employees, and by a listmg (which may be in the form of an 
adding machme tape) of the amounts of ^vlthheld taxes as 
shown by the W-2 forms, the total of this hstmg sshould 
agree with the total for the year as shown by Form W-3 

Other payroll deductions. Employers may make other deduc- 
tions from payrolls, such as the followmg deductions for premiums 
for group hospital insurance, deductions for purchases of government 
bonds for the employees, and deductions for payment of union dues 
Requirements of Federal Fair Labor Standards Act. This act 
establishes a nummum hourly wage rate and maximum hours of 
work per week for certain classes of employees of concerns engaged 
directly or indirectly in interstate commerce, and provides that 
payment for overtime hours in excess of 40 hours durmg any work 
week shall be at the rate of times the regyilar hourly wage The 
act also requires that employ ers subject to it shall maintain a record 
for each subject employ ee shoiving his name, address, date of birth 
(if under 19), occupation, work week, regular rate of pay per hour, 
basis of wage payment (hour, week, month, piecework, and so on), 
hours worked per day and per work week, daily or weekly’’ wages at 
his regular rate, weekly wages at overtime rate, miscellaneous addi- 
tions to or deductions from wages, total periodical wage payments, 
and date of payment 

Followang are some illustrations of the apphcation of the reqmre- 
ment for the payment of wages at times the regular hourly rate 
for hours of work m excess of 40 dunng any work week 

(1) A’s regular hourly rate is $1 00 He works 45 hours dunng 
one week His wages are computed as follows 
45 hours at SI 00 $^5 00 

5 hours at 50 2 50 

Total $47 50 
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(2) B’s wages are S58.50 a week for a regular work week of 

39 hours (7 hours a day for 5 days, and 4 hours on Satur- 
day). He works 45 hours during one week. 

SoS.oO 39 = SI. 50 regular hourI\' rate. 

45 hours at S1.50 = S67.50 

5 hours at .75 = 3.75 (Excess payment for hours o%’er 40) 

Total S7i.25 

(3) C accepts a position trith the understanding that he is to 

work 7 hours per day during each of the G days of his 
work week, and is to receive a weekly wage of SS6.00. He 
works 50 hours during one week. To determine his regu- 
lar hourl}’’ rate we must remember that his regular work 
week consists of 42 hours, and that for 2 of these hours he 
is being paid 114 times the regular hourly rate; in other 
words, for the 2 hours regularly worked in addition to 

40 hours, he is given the equivalent of 3 hours’ pay. 
Therefore, 

SSG.OO 43 = $2,00, the regular hourly rate. 

If he works the regular 42 hours, his wage is (theoretically) 
computed as follows: 

42 hours at $2.00 = $84.00 
2 hours at 1.00 = 2.00 (Excess for hours over 40) 

Total $80.00 


For the week that he works 50 hours, his wage is : 

50 hours at $2.00 = $100.00 

10 hours at 1.00 = 10.00 (Excess for hours o%-er 40) 

Total $110.00 

If wages are paid monthly or semimonthly, recognition must be 
given to the fact that the time-and-one-half requirement applies to 
each work week separately. To illustrate, assiune that an em- 
ployee, whose regular hourly rate is Sl.OO, was paid for the half- 
month ended Wednesday, July 15, and that he was entitled to no 
overtime pa>unent for that period. We are now to compute his 
wage pajunent for the last half of July; we require the following 
information as to hom-s worked: 

111 prior paxToll period : 


Mondav, July 13 8 

Tuesday, 14 S 

IVcdncsday, “ 15 S 
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Id current payroll period: 

Thursday, July 16 

Friday, " 17 

Saturday, “ 18 

Monday, *' 20 

Tuesday, “ 21 

Wednesday, “ 22 

Thursday, “ 23 

Friday, “ 24 

Saturday, *' 25 

Monday, " 27 

Tuesday, “ 28 

Wednesday, " 20 

Thursday, “ 30 

Friday, " 31 


6 

7 

7 

S 


7 


His total wage payment for the semimonthly period is computed 
as follows. 


(a) For the portion of the work week ended July 18: 

Considering that work week as a whole, he worked 44 
hours. Since, at the time of making the payment for the 
period ended July 15, it was not known whether he would 
work over 40 hours during the entire week, he was paid for 
the first 3 days at the regular rate. We now find that he 
worked 44 hours during that week, 20 of them during the 
current payroll penod. Therefore, the payment to him 
now should be: 

20 hours at OO = 820 00 
4 hours at .60 3 00 

Total 82200 

(b) For the work week ended July 25 * 

During this week he worked 41 hours. For it he should be 
paid: 


41 hours at 81 00 = 841 00 

1 hour at 60 W 

Total 841 50 

(c) For the portion of the work week ended July 31: 

Although he had already worked 40 hours during the week, 
there was no certainty on Friday night that he would 
work on Saturday. Therefore, he should be paid; 


40 hours at 81 00 » 840 00 
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His total wage payment for the semimonthly penod is the 
total of the items shown below 


For partial work week ended July 18 $ 22 00 

For work week ended July 2.> 41 50 

For partial work week ended July 31 40 00 

Total 3103 50 


Payroll procedures The payroll summary on page 495 furnishes 
information required for the entnes m the ledger accounts applicable 
to wages and payroll deductions Postings of column totals may be 
made directly from the pa 3 Toll summary to the ledger, the debits 
and credits are shown below 

Wages (if it 13 desired to debit various accounts for 
amounts of wages payable for different services an 
analj’sis must be made to obtain the information for 
tils purpose) 3 265 20 

Federal 0 A B Taxes Viitbheld from Employees 30 59 

Federal Income Taws Withheld from Employees 381 80 

Wages Payable 2 8o2 61 

Some companies consider it satisfactory to use one account, 
“Federal Taxes Withheld from Employees,” for both the 0 A B 
and the income tax withholdings If is done, the entries m the 
account should be identified, so that the habihty on each class of 
tax can be determined 

It will be observed that the amount shown m the pasroll sum 
mary for 0 A B withholding is not exactly 1% of the payroll 
this IS presumably because some of the wage payments represented 
excesses over 000 00, which therefore were not subject to the 
social security taxes 

The employer should compute his own habihty for social security 
taxes as follows 


Total wages 53 265 20 

Wages not subject to social security taxes 208 10 

Wages subject to taxes 830WJ0 

Taxes 

0 A B— 1% $ 30 57 

Federal unemployment — 3% 9 17 

State unemployment (say 2 7%) 82 54 

8 122 28 


The entry to record the expense and the habihties for these taxes 
may be as follows 


Taxes (sepaiateexpenseaccountamay beiised if des red) 122 28 

O A B Taxes Payable 30 57 

Federal Lnernployment Taxes I^yable 9 17 

State Unemployment Taxes Payable 82 54 
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To meet the requirements of the social security le^lation, it is 
also desirable to keep, for each employee, an individual employment 
and compensation record, similar to that illustrated on page 497. 

To comply with legal requirements, payroll records with support- 
ing data shoiUd be retained for four years. 

Wage payment reports to employees. As previously stated, 
most employers consider it preferable to make the reports to em- 
ployees of payroll deductions, required by the law, at the time of 
each wage pajrment rather than at periodical intervals. Two 
customary forms ate illustrated. 

If wages are paid by cheek, a stub may be attached to the check 
and the data may be shown on the stub. Such a cheek is illus- 
trated on page 497. 

If wages are paid in cash, the pay envelope may be printed as 
in the following illustration: 


THE BROWN COMPANY 

Employee's 




Hours 

Wages 

Regular 


Overtime 


Total 


Deductions: 


0 A B. tax 


U. S. Inc. tax 


War bonds 


Inscirance 




Total deductions 


Cash endosed 





APPENDIX 2 

Locating Errors 

It is impi'acti cable to attempt to state a procedure rrifeh can 
invariably be followed, step by step, in locating en-ors in the general 
ledger or in the subsidiary records. Experience is the best guide, 
but the following suggestions maj' be helpful. 

Checking the general ledger. It is usually ad\'isable to locate 
any errors in the general ledger before looking for errors in the 
subsidiary’’ records. Until the general ledger is in balance, there can 
be no assurance that the controlling accounts are correct. Suppose, 
for instance, that the genei’al ledger is out of balance and that the 
accounts receivable ledger is not in agreement with its control; it 
may be that the Accounts Receivable controlling account is incorrect 
and that, after the error in that accoimt has been located, the sub- 
sidiary ledger and the controlling account will be in agreement. 

If the general ledger is out of balance, the following procedure 
may be followed by the bookkeeper: 

(1) Refoot the general ledger trial balance. 

(2) See that the ledger balances have been correctly transcribed 

to the trial balance, watching for en-ors in amounts, for 
debit balances entered on the credit side of the trial bal- 
ance or -(’ice versa, and for ledger balances omitted from 
the trial balance. 

(3) Recompute the ledger balances and refoot the debit and 

credit sides of the accounts. 

(4) Check the postings from the books of original entry to the 

ledger, watcliing for errors in amounts and for postings to 
the wrong side of an account. As mentioned in Chapter 
10, entries affecting conb-olling accomits are sometimes 
made in books of original entry which do not contain 
special columns for the controlling accounts affected; the 
amounts are entered in the General Ledger column and 
are posted twice: to the controlling account and to the 
subsidiary ledger. In checking the posting, give special 
attention to such items to be sure that they have been 
properly posted. 

As each item in a book of original entry is traced to the 
ledger, place a check mark beside the amount in the book 
of original entry and also beside the amount in the ledger, 
.■yter tiu§ work has been completed, look for unchecked 
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items m the books of ongmal entrj'’ (indicating items 
which have not been posted), and for unchecked items in 
the ledger (indicating entries which have been posted 
twice, or which, for some other reason, do not belong in 
the ledger) 

(5) Refoot the books of original entry If a book contains debit 
and credit columns (as m the voucher register, which con- 
tains a Vouchers Payable and a General Ledger credit 
column and numerous debit columns) cross-foot the 
column totals to see that the sum of the debit column totals 
IS equal to the sum of the credit column totals 

Postmg to work sheets If the procedure described above does 
not result m locating the error, it may be necessary to post all the 
entnes to work sheets Using sheets as large as can easilj be 
handled, head up skeleton accounts, thus 

Cash Aecouttls Receivable Notes Receivable 


Provide skeleton accounts for all the accounts m the ledger, 
putting as many accounts as possible on one page, and allowing only 
as much space as is neccssarj in each account Copy into the 
skeleton accounts all the ledger balances at the beginmng of the 
penod, take a trial balance of the skeleton accounts, thus proving 
that the accounts were in balance at the beginmng of the month or 
the year Post all the entnes from the books of ongmal entry, 
entermg only the reference to the book of original entry and the 
amount, thus 

Accouots Receivable 

bZ ibooolRS 1000 

S 30 000CE 27 000 

|j 1 500 

After completing the postmg to the work sheets, compute the 
balance of each work sheet account and compare it with the balance 
of the corresponding ledger account If the balance of a work sheet 
account does not agree with the balance of the corresponding ledger 
account, compare the entnes m the ledger account with the entries 
m the work sheet account 

This procedure is called c^stracting the hooks of ongmal entry, and 
will often locate an error after all other methods have failed 
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Checking the subsidiary ledgers. After the general ledger has 
been balanced, if a siibsidiarj* ledger docs not agree udth its control: 

(1) It may be tentatively assumed that the general ledger is cor- 

rect and that the error lies in the subsidiaty- ledger. 

(a) Refoot the schedule of the subsidiaiy ledger. 

(b) See that the balances of the subsidiary ledger accounts 

have been correctly transcribed from the ledger to 
the schedule, watching for errors in amounts and for 
balances omitted from the schedule. In some cases, 
subsidiaiy* ledgers which nonnally contain only 
debit balances fas the accounts receivable ledger) 
have a few credit balances, and ledgers which 
normally contain only credit balances (as the ac- 
cotmts payable ledger) have a few debit balances: 
such exceptional balances should be watched for. 

(c) Recompute the ledger balances and refoot the two 

sides of the accounts. 

(d) Trace all postings from the books of original entry to 

the subsidiary ledgers, place check marks beside the 
entries in the books of orisinal entry and the 
accounts, and look for unchecked items. 

(2) The assumption that the error is in the subsidiary ledger may 

be incorrect. Suppose, for instance, that a sales book 
appears as follows: 

Sales Book 

D.itc j X:i:ne \ j .tnouat 

19 — j I 

July! 3^ John Smith. 
jl5| William Brovin 
‘29 I'rcd White 

! I 

This sales book has been incorrectly footed: the total should 
be 81,400.00 instead of 81.500.0d. The error in footing re- 
sulted in an excess debit to Accounts Receivable control 
and a similar excess credit to Sales, and left the general 
ledger in balance — but incorrect. The subsidiarr' ac- 
counts receivable ledger wU not agree with its control: but 
the error is in the general ledger, notirdthstanding the fact 
that the general ledger is in balance. 

Because of such possibilities, all posted column tota.l5 should 
bo verified by refooting. 


500 00 
600 00 
300 0<T 


- 1 .. 
r'ld''" 


> 00 ^ 

l501) 
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Checking other subsidiary records The voucher register is a 
subsidiary record, but postings are not made to it as they are to a 
subsidiary accounts receivable or accounts payable ledger The 
open or unpaid items consist of those entries which have no notations 
in the Date Paid column If the schedule of open items m the 
voucher register does not agree with the balance of the Vouchers 
Payable account 

(1) Refoot the Vouchers Payable column to see that the total 

po«:ted to the controlling account is correct 

(2) See whether there are any debits to Vouchers Payable in the 

Sundry Accounts column, recording cancellations of 
vouchers on account of partial payments O” other adjust- 
ments if any such debits to Vouchers Payable are found, 
see that they have been correctly posted 

(3) The cash disbursements book shows the numbers of all paid 

\ ouchers, working from the cash disbursements book, see 
that notations ha\e been made in the Date Paid column 
for all paid \ ouchers 

(4) Vouchers are sometimes canceled by the issuance of notes, 

with entries m the journal debiting Vouchers Payable and 
crediting Notes Payable in such cases notations should be 
made in the Date Paid column of the voucher register 
See that all such notations have been made 

The note registers may be subsidiary records if so, the open 
items should agree with the balances in the Notes Receivable and 
Notes Payable accounts If the notes receivable register is out of 
agreement with the controlling account 

(1) See that there is an entry m the register for each note received 

and recorded in the journal (notes received on account) or 
in the cash disbursements book or voucher register (notes 
receu ed for money loaned) 

(2) See that a notation in the Date Paid column of the register 

has been made for each note collected (recorded in the cash 
receipts book) or otherwise canceled (recorded m the 
journal or elsewhere) 

If the notes payable register is out of agreement with its control, 
a similar procedure may be followed 

Expense ledgers or analysis records are also subsidiary records 
If they do not agree with their controls 

(1) Refoot the summaries prepared at the end of the month, or 
recompute the balances of the accounts (if accounts are 
kept) 
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(2) Check all postings from the voucher register (or from the 
vouchers, if postings are made from the vouchers) and 
rvatch particularly for charges or credits to expense con- 
trols from other books, seeing that entries have also been 
made in the subsidiary records. For instance, deprecia- 
tion charges will be recorded m the journal, expense adjust- 
ments may also be made in the journal, and refunds 
credited to expense ma}' be recorded in the cash receipts 
book. 

Special tests. Certain special tests may be applied in locating 
errors in the general ledger or in finding differences between the sub- 
sidiary^ ledger's and the controls. These tests, which are illustrated 
below, may be applied before beginning the routine already de- 
scribed. 

(1) Determine the exact difference to be located: for instance, 

assume that the debit total of the general ledger trial bal- 
ance is 850,200.00 and that the credit total is 850,000.00; 
the difference is 8200.00 — too little credit or too much 
debit. 

(a) Look for a credit balance of 8200.00 in the ledger: it 

may have been omitted from the trial balance. 

(b) Look for a 8200.00 error in transcribing the balances 

from the ledger accounts: for instance, a debit bal- 
ance of 82,000.00 entered in the trial balance as 
82,200.00, or a credit balance of 82,200.00 entered in 
the trial balance as .82,000.00. 

(c) Look for an entry of 8200.00 in the books of original 

entiy; if it is a credit, it may not have been posted: 
if it is a debit, it may have been posted twice. 

(2) Treating a debit as a credit (or vice versa) cither in posting 

or in transferring balances to the trial balance will produce 
a trial balance difference of twice the amount of the item 
incorrectly treated. Therefore, divide the trial balance 
difference by two: in the foregoing illustration the quotient 
will be Slob.OO. Since we have too much debit (or too 
little credit): 

(a) Look for a credit balance of 8100.00 in the ledger and 

sec whether it in.ay have been entered on the debit 
side of the trial balance. 

(b) Look for a credit entry of 8100.00 in the books of 

original entry and sec if it may have been posted to 
the debit side of the ledger. 
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(3) Transpositions of figures (for instance, $78 50 posted as 
$75 80) are errors frequently and easily made, they should 
be constantly guarded against and may be sought for if 
the books are out of balance A transposition of two 
figures will produce an error of an amount exactly divisible 
by nine, if the transposed figures are in adjacent decimal 
positions, the significant figure of the quotient after divid- 
ing by nine will be the difference between the figures 
transposed, and the decimal position of this sigmficant 
figure will be that of the right of the two numbers trans- 
posed 

As an illustration 


An entry of $78 50 

Posted aa 75 80 

Will cause an error of $ 2 70 

Dividing this difference by 9 will produce a quotient of 30 


8mce the difference ($2 70) la exactly divisible by 9 a transposition 
IS indicated the difference between the figures transposed ap- 
pears to be 3 and these figures appear to be m tbe dimes column 
and the column at us left Hence we may look for items (ledger 
balances or entries) where the difference ^tween the two figures 
m the dimes and dollars places is 3 os m the number $7S 50 

As another illustration 


An entry of $613 50 

Posted as 163 50 

TV ill produce a difference of $450 00 

The quotient after dividing by 9 u 50 00 


Suggesting a traaspositioo (in the tens and hundreds columns) 
of two figures with a difference of 5 

These special tests for transj>ositions are sometimes helpful in 
locating errors, but the other methods described are more Iikelj to 
be effective 

Correctmg errors. Erasures m accounting books should be 
avoided, since they tend to discredit the records Corrections 
should be made by drawing a line through the incorrect entry and 
making the correct entrj above it, or by a journal entry, thus 

Machinery and Equipment 500 00 

Buildings 600 00 

To correct improper posting of voucher register entry of 
Junel5 Debit was posted to Buildings account should 
have been posted to Machinery and Equipment 
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Preparation of Monthly Statements When Books Are 
Closed Annually 

On pages 50G and 507 are working papers prepared at the end of 
January. The books of the company were closed on the preceding 
December 31. They were not closed on Januarj' 31. Therefore, on 
February” 28, 

The Inventor}- account balance shows the amount of the 
inventory on December 31. 

The Surplus account balance shows the balance on Decem- 
ber 31. 

The balances of the income and expense accounts show results 
of operations for the two months ended February 2S. 

The asset and liability account balances show assets (other 
than inventory) and liabilities at the end of February. 

If it is desired to prepare statements for the two months ended 
February 28, the working papers can be prepared in the manner 
with wliich you are already familiar. 

However, if it is desired to piepare operating statements for 
Februar}’, the account balances will not show operating results for 
that month, and it udll be necessary to deduct Januaiy 31 balances 
of operating accounts from Februar}- 28 balances to determine the 
changes in the account balances during Febi-uary. Refer to the 
working papers on pages 508 and 509 and obser\'e the following: 

The trial balances after adjustment, on Januarj- 31 and 
February 28, are entered in the first two paii-s of columns. 

The balances in the income and expense accounts (beginning 
with Sales and ending with Federal Income Tax) on January 
31 are deducted from the balances on February 28, and the 
differences (resulting from Febru.ary transactions) are ex- 
tended to the Februar}' Profit and Loss colmnns. 

The inventory on December 31 is not extended to any column. 

The inventory at the end of January (which was shown in the 
Januar}’ working papers) is entered in the Profit and Loss 
debit column: and the inventory at the end of February is 
entered in the Profit and Loss credit and the Balance Sheet 
debit columns. 

The balance in the Profit and Loss columns then sho^s-s the 
net income for Februan*. This is entered as a balancing 
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figure in the Profit and Loss debit column and is extended to 
the Surplus credit column 

The balance of the Surplus account as of December 31 is 
entered in the Surplus credit column The net income for 
Januarj', shown by the working papers for that month, is 
also entered m the Surplus credit column The balance of 
the Surplus columns then shows the surplus at the end of 
February, the amount is entered in the Surplus debit col- 
umn as a balancing figure, and is extended to the Balance 
Sheet credit column 

The February 28 balances in the as^et, liabihty, and capital 
stock accounts are extended to the Balance Sheet columns, 
and these columns are footed 

The statements for January and February are not shown, thej 
would be prepared from the workmg papers in the usual manner 



ASSIGNMENT MATERIAL 

Ruled forms especially adapted to the solutions of all Group A problems arc 
provided in the envelopes of laboratory' material accompanying the text. 

Journal, ledger, and analysis paper is suitable for solutions to most of the 
Group B problems. A pad of such paper, as well as some ruled forms more spe- 
cifically adapted to the solutions of some problems, is available. 

If no year is stated in the questions, problems, and practice sets, use the current 
year. 


511 



ASSiGI<»/Et^ i/ATERIAt FOR CHAPTER 1 

Ouesttons 

1 tov tf Jiabui^i»» toud n*^ •wo'^L 

2- tiff- Krtr«»- u^'ii* itaMMij- » in asvt*- ^i^l^e ^aIu<’'’ 

2 ill virfs' vi<i\ tir«- 8i*d ii«* wortli muuU'^ Ic vhat iraj are 

dir**r^* ‘ 

6- <lifr»-rerit use* yf tb^ wird d^lnl, 

and yii*' ]!JuB*''a’mr *b»- uu*- «' •'d 

C i i i yf ’bf- lyJlyi M»jr are «‘at<nrj‘'ct* yf fa'H’ 

(a; A^w ^ -r i4abilmy>> « \\or*b 
(b htH' y* id»bib J<» “ \<l\\y'tb 
‘ Wvr*b • LabdtU>^ 

(d A)sj«‘,* -• N*** \\wnl “ Liabmii<fc 
(«j Aa-jou •• J-dawl^•Ms^ + \\irth 
C A bftidLw hlrt^t tt ttti yf voe of tbe lyn^g^ing e^^uatiyus 

Vtl**” 

7 3Jyw fere tiwt* lubili'i'/f ai/d o"‘ »y^L feffevtf-j bj aacb of tbe foUowiag 

t'feuw •ijynB’ 

(fc; V* flOOWW b) e'y^kitoJd^ lu excliange for capital 

K*vb 

(b; Purclitiv vf a fuii yo a'-'vuut fyr ti V/J UO frvoj Acme TfU'’!: Co 

(< ; l-pfi jpl yf fe tOOb yb f<> lU Ui^b 

(d; f^fewiK ut vf ?J y/J W ty A'tii*- Ofu k Ok vn fef^uat 
(« ) yf tl&y OO fyr *-y\^ tu^ 

t rul*^ fyr d< bitnig Rjid «r*-liliug 
(a; AfsBctB »<•< vuiilb 
(b J-wbibM feM-yuuth 
wyrtt a«-yuiJt»- 

^ tt Iwt JB th« purpyj* yf iakii^ » trial balauee’ 
lb tt li<i* ffe' u &!>■ «b jviij b> tli^ iKsding yf & trial balance’ 

11 M hat are ^bvaD bi tbe beading of a balance BLe<*t’ 

12 Ou w 111' b Bid'’ yf a baUu*-* bbe**t ebould j ya Bbyw 

(a) Abw'ts’ 

(b) LiabilitiM=’ 

(i) 

12 tt by tb" twv aidefc y* a baltm'^ tby t equal’ 

11- 'Jb*- fl< t vydb yf a cy»7««ttiyn laabowB in tbe balan'-e shy-t as tbe euiQ yf 
tayitHiiB ttiiat are tltey Iwy it**ait and x'batdo tbeyxeprv!5cnt’ 

1C Jlvw inav tii" surplus of a ayipoeatiyn be laireased’ JIjw inaj it be 
d'" naiB'-d’ 

1C M'l 1 i» d juble entrj l«>ykk«ypMig eo dejognated? 
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17. Should the amount receii'able from eacli debtor and the amount payable 
to each creditor be shown in the balance sheet? 

Problems — Group A 

Problem A-1. Follo-iving are the transactions of Smythe Advertising Company 
for the month of February. Record the transactions in ledger accounts, take a 
trial balance, and prepare a balance sheet. 

Feb. 1 — ^F. B. Smythe and C. E. Ellis organized the Smjdhe .Advertising Company. 

Smythe invested .$10,000.00 and Ellis invested .Sl.a.OOO.OO: capital 
stock of .$2.5,000.00 par value was issued to them. 

3 — ^The company purchased office furniture for .$5,000.00 from The Cooper 

Company, on account. 

4 — Rent for the month was paid, in the amount of $500.00. 

6 — Sundry expenses totaling -$400.00 were paid. 

10 — Collected fees of -$5,000.00 from various clients for services ciuring Febni- 
ary. 

15 — Paid The Cooper Company $2,-500.00 on account. 

17 — A contract was obtained from the firm of Barton and Brooks for seiadccs 
to extend over several months. The amount billed for Februaiy- was 
$1,000.00. Nothing was collected at this time. 

27 — Paid salaries totaling $.3,000.00. 

28 — Collected $500.00 from Barton and Brooks. 

28 — Paid a dindend of $250.00. 

'j Problem A-2. Record the following transactions b ledger accounts, take a 
rial balance, and prepare a balance s.'eet. 

day 1 — 0. E. Neff and B. E. Bates organized a corporation known as Caterers, 
Inc. Each contributed $5,000.00 in cash, and shares of capital stock 
were issued to them. 

3 — ^The company paid $5,000.00 for sendee equipment. 

4 — Purchased office equipment, $400.00, from G. E. Robertson on account. 

8 — Collected $250.00 for servdees at a banquet. 

9 — Paid $135.00 for materials used at the banquet. 

13 — Charged Frank Lane $350.00 for catermg seiadce at his daughter's wed- 
ding. 

15 — Paid $265.00 for materials used at the wedding. 

1C — Paid G. E. Robertson $250.00 on account. 

17 — Paid $75.00 for rent for the first half of the month. 

IS — Collected $200.00 from Frank Lane on account. 

19 — Miscellaneous expenses totaling -$75.00 were paid in cash. 

22— Collected $575.00 from The Gorham Company for catering sorvuccs at 
their employees' annual part}-. 

24 — Paid $320.00 for materials used at the party. 

25 — Collected .$375.00 for sen-ices at a college reunion dinner. 

25 — Paid $60.00 to the entertainers hired for the dbner. 

26 — Paid $125.00 for materials used at the dinner. 

27 — Collected $50.00 from Frank Lane to apply on account. 

28 — Paid rent, $75.00, for the last half of the month. 

30 — Paid salaries for the month, $250.00. 

31 — Paid a di\-idend of $100.00. 
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Problems — Group B 

Problem B-l The Kenyon Company wa*? organized on July 1, 19 — , and 
capital stock was issued in the amount of §10,000 00 During the month, the 
income of the company totaled $975 00, the expenses totalcil $600 00 and a dividend 
of 8100 00 was paid 

Compute the amount of surplus and the amount of net worth to be shown in 
the July 31 balance sheet 

Problem B-2 During August The Kenyon Company’s income amounted to 
$1,1C0 00 its expenses totaled $705 00, and admdend of 8100 00 was paid Com- 
pute the amount of surplus and the amount of net worth to be shown m the August 
31 balance sheet 

Problem B-3 Following is a tnal balance taken from the books of Comstock 
Corporation at the end of the first year of ita operation Prepare a balance sheet 
of the corporation 

COMSTOCK CORPORATION 
Tnal Balance 
December 31, Id- 

Cash 

Tim Mrl can 
Jay Barr 
OiriLL Lfiuipment 
Advertising Signs 
Fitch Payne 
Arthur Young 
C apital Stock 
Surplus 


Problem B-4 Record the following transactions 
eight lines for each account 
Oct 1— G E Matthews and II O Wharton organitod The W J 0 Company 
for the purpose of leasing and operating radio broadcasting station 
WJO Each invested $10,000 00 m cash, and $20 000 00 of capital 
stock was Hsued to them 

2 — They paid $l 000 00 os rent for the broadcasting station for the month 

4 — Purchased $3,500 00 worth of equipment from The Parker Company on 

account 

5 — Collected $1,800 00 from various companies on contracts to advertise 

tlneir products in ttie ^^etdoer iirograras 
C — Obtained an adicrtising contract from C E Dorman The charge for 
October was $700 00 Nothing was collected at tins time 
13 — Paid miscellaneous expenses totaling $195 00 
17 — Paid Tlie Parker Company $1 600 00 on account 
23— Collected $500 00 from C E Dorman on account 

30— Paid salaries totaling $1 050 00 

31 — Paul a dividend of $20000 

After recording the transactions, compute the balance of each account (entering 
column totals and balances m pencil), and take a trial balance 
Prepare a balanrc sheet 


1616 00 
71500 
128000 
1 895 00 
86200 

193 00 
286 00 
6 000 00 

389 00 

5 868 00 5 868 00 

in ledger accounts Allow 
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Questions 


1. WTiy is it desirable to record surplus increases and decreases in income, 
expense, and dividend accounts instead of directly in the Surplus account? 

2. Should an income account have a debit or a credit balance? 

3. Should an expense account have a debit or a credit balance? 

4. Should the Dividends account have a debit or a credit balance? 

6. If j'ou vere to add the balances of all income accounts and from the total 
deduct the sum of the balances of all the expense accounts, what would the remain- 
der represent? 

6. If, from the remainder determined by the procedure do'cribed in the preced- 
ing question, you were to deduct the balance in the Dindends account, what would 
the remainder represent? 

7. \^nren separate accounts are kept with income, expense, and dividends, how 
does the trial balance differ from the balance sheet? 

8. Why is it desirable to record transactions in the journal before recording 
them in the ledger? 

9. 'Why is a journal called a book of original entry? 

10. IWiat facts are shown by a journal entrx’? 

11. Describe the steps in posting a journal entrjx 

12. The entering of the journal page number in the ledger and the ledger page 
number in the journal serves two purposes. What are they? 

13. Why do some bookkeepers prefer to post all the journal debits before posting 
an}' of the credits? 

14. Wiry is it usually unnecessarj' to write any explanations in the ledger ac- 
counts when entrias are posted from the journal? 

16. If the trial balance does not balance, the following steps should be taken: 

(a) Refoot the trial balance. 

(b) See that the balances have been carried correctly from the Icdacr to 

the trial balance. In taking this step, for vhat three possible 

errors should you watch? 

(c) Recompute the ledger balances. How is this done? 

(d) Check the postings from the journal to the ledger. 

For what three possible errors should you watch? 

IMiat use is made of check marks in the i>orionnancc of this opera- 
tion? 

,\ftcr this checking has been completed, you should look for un- 
checked items in the: 

Journal. What would such unchecked ilcm.^ indicate? 

Ledger. What would such imchecked itcnis indicate? 

(e) Sec that the debit and credit amounts in each journal entrj' arc equal. 
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16 In *iiat a's do the headinzs rf a tml balance and a }>alanc« sheet differ 
from tJie he&dircs of a rtatement income and expense an i a statement of surplup’ 

17 A balance fhee* iho* a the saipias at the date of the statemenL ^^Tiere i*- 
thi* infoTnation obtained’ 

18 ^^'bat mfonnation is shoro br a etalement of surplus and where i« jt 
obtain'd* 

19 IVhat mfonnation is ^own bi a statement of income and expense, and 
where is it obtained’ 


Pfoblemi — Group A 

Problem A-L The transactions telo* are tliose of the Landers Cor- 

poration, which was o'ganiaed on \upL«t 1 Joumalire these transactions and 
pos* to th^ lodge* aecoints. Take a (nal balance Prepare a statement of income 
anl expense a statement of turp’u.', and a balance sheet For the names of the 
accQint® to }i“ used, refer to the ledger m tJie aceompannng laboratory material, 
Aug 1— Capital stock of a par lalue of ?o 000 OO wa« issued for cash, 

2 — 05ce erjuipment uas p’lrchased for S^OO OO on account from Z C Brock. 
4 — Office rent for the month amounting to tlMOO was paid in cash, 

0 — Purchased statunen ink and other office supplies for cash, 125 00 
8 — Tlie «oiapan% i« erzaeed in the business of landscaping One job wm 
finudyd tode\ and (40Jj00 was collected for tlie w<jrk done 

13 — Paid J75 00 for materials used. 

15 — The total cfiarze for work fini hed todas for T L, ilartin was $000 00 
Nothing wa» collected from Martin. 

18 — Paid Z C Brock 00 on account 

19 — Paid 1100 OO for supplies used on completed w ork. 

Zf — Collected 4300 00 from T L Martin on account 

29 — ^alan'^s of $300 00 were paid 

3l — PtockJjoldeTB w ere paid a dindend of $300 00 

Problem A-2, This problem is base-l on the transactions of Caterers, Inc., in 
Chapter 1 hlake journal entries for th*» transactions (the accounts to be used 
are shown in the ledger m the laboraton material) post, take a tnal balance, 
prepare a statem'mt of income and expense, s statement of surplus, and a balance 
she^ 


Problems — Group B 

Problem B-L Set up statement* jmiperh reflecting the information which the 
following statement was intended to 

THE VICTOR COMPAITT 
Statement cl Income, Expense, and Dividends 
December 31, 19 — 

Income from Fees tioOOOO 

Deduct 

Expanses 41 200 00 

D)yid«»nds 50000 4 700 QO 

Net Jni^mc for the Tear 


4 800 00 
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Problem B-2. Using the information shown by the following accounts, prepare 
a statement of income and expense, and a statement of surplus of The Union 
Company. 


Commissions Earned 




> 

10— 


i 

1 



5 

Tan. 

jg 


A 

500 00 




i 



11 

200 00 



5 

1 

■Feb. 

21 


2! 

175'00 



jMar. 

16 






i 

:-Apr. 

m 



37.-) 00 



1 

Uune 

In 


G, 

42.5 00 



;.ruly 

2S 



175 00 



■1 

;.Scpt. 

Nov. 

jDec. 

1$ 


9 





12 

icj 

11) 


i 

12. 

250,00 


Expense 


19— 



j 

1 i ' 


. 

Jan. 

12 


1 





Feb. 

14 


2 

27500 





Mar. 

Sj 


si 







25< 







May 

13 







June 

20 


6 






-•^ug. 

22 


S' 

hIH 





Oct. 

9 


wm 



s 

Nov. 

16 



15000; 




Dec. 

17 


12I 

325100. 

i 



Dividends 


19-' 

1 * 

\ 1 ' 1 

I i : 


June 

30l 

6i 40000; 

12I 40o;oo, 1 


Dec. 1 

3lj 

1 1 . ill 



Problem B-3. Journalize the following transactions of The Rembrandt Com- 
pany for the month of June, Use account titles which you consider appropriate. 

June 1 — The corporation was organized, and capital stock of a par value of 
$2,500.00 was Issued for cash. 

3 — Office rent for the month was p.aid in cash, $125.00. 

4 — ^Purchased office equipment, $375.00, from J. K. Lathrop. on account. 

5 — ^Purchased office supplies for cash, $15.00. 

12 — The company is engaged in interior decoratinc. $2.'50.0G uas collected 
today for work done. 

14 — Paid $02.00 for supplies used. 

17 — Paid J. Iv. L-athrop -$250.00 on account. 

22— Charged S. M. Benton $345.00 for work done in his home. Nothing w.as 

collected from him. 

23 — Paid $70.00 for supplies used in Benton’s home. 

2G— Collected $200.00 from S. M. Benton on account. 

SO — Paid a dividend of $250.00. 

Post. Allow ten lines for the Cash account, seven lines for the Exj'ensc account, 
and fi\-e lines each for all other accounts. Take a trial b.a!ance. Prepare a s a e- 
merit of income and expense, a statement of surplus, and a balance snee . 


S8S33S8SS8 
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Questions 


1. What IS the purpose of preparing woi^it^ papers’ 

2. Is it always desirable to prepare working papers before preparing the state- 
ment of income and expense, the statement of surplus and the balance sheet’ 

3 After entering the account balances m the Trial Balance columns of the 
working papers, to what column would you extend the balance of each of the 
following accounts’ 

Capital Stock 
Income from Fees 
Cash 

James Brown (an account receivable) 

Dividends 

William Smith (an account payable) 

Furniture and Fixtures 
Expense 

4. How IS the net income for the period determined in the working papers’ 
In what columns is the amount of net income entered in the working papers? 
Why IS It entered in these columns’ 

5 Assume that the total of the items ui the Income and Expense debit column 
exceeded the total of the items m the Income and Expense credit column What 
would be indicated? How would you deal with tbis situation in the worbng 
papers’ 

6 How IS the surplus at the end of the period determined in the working 
papers’ In what columns is the amount of surplus entered in the working papers? 
Why is It entered in these columns’ 

7 If, after completing the working papers, you found that the Balance Sheet 
columns did not balance, what steps would you take to locate the error’ 

8 How are statements prepared from the working papers’ 

9 What items appear in the working papers which do not appear in the trial 
balance’ 


Problems — Group A 

Problem A-l. From the following trial balance, prepare workmg papers for 
the month Also prepare a statement of income and expense, a statement of 
surplus, and a balance sheet 


DELIVERERS, INC. 
Trial Balance 
June 30, 19 — 


Cash 

C E Wolfe 
Dehvery Trucks 


518 


295 00 
3,950 00 
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Haj-^-ard Motors Company 
The Peebles Company . 

Capital Stock. 

Delivery Income 

Expense . 970 00 

Dividends , 250 00 

8,840 00 

Problem A-2. Journalize the following transactions; 

Mar. 1 — Josef Allison and Robert Benson organized a corporation, knorni as 
Actors, Inc. The stockholders w ere five actors and actrc'sos, and the 
company nas organized for the purpose of presenting a senes of pia%s. 
There were 50 sliares of stock of ?100 00 par value All the stock uas 
sold for cash. 

2 — Paid 82,000.00 for costumes. 

5 — Paid S25 00 as a royalty on a play. (Charge Expense ) 

8 — Purchased an automobile and trailer in u hich to tra\ cl This equipment 
uas bought from the Loop Motor Company for .82,000 00; a cash 
payment of $750 00 was made on account. (To record this trans- 
action, make an entrx' for the purchase, debiting the Automobile 
account; make another entn~ (or the payment ) 

11 — Rented an unused theater in which to rehearse, paid rent of $75.00 for 

the remainder of the month, 

12 — Collected a fee of $300 00 for presenting the play “Hoofbcat«" for the 

Libertyville Ladies Club. (Credit Income from Billings ) 

IS — Paid $20.00 for ex'penses incurred in connection with operation of the 
automobile. 

22 — Charged the Junction Citj’ Countrj’ Club a fee of $275 00 for pre-enting 
a play. 

25 — Collected $175.00 from the Junction City Countrx- Club to apply on 

account. 

26 — Charged the Professional riicn's Club $250.00 for presenting a nlay. 

Only $125 00 of this amount was collected (Make two entries ) 

29 — Paid actors' salaries of $500 00 

29 — The Junction City Countrj' Club paid the balance of its account. 

30 — Collected $100.00 for a one-act play 

31 — Paid a di\*idend of $150 00. 

Post the jounial entries. Prepare working papers, statement of income and 
e.xpense, statement of surplus, and balance sheet. 

Problems — Group B 

Problem B-1. Prepare working papers for the year ended December 31, 19— . 
using tlie information in the following trial balance; 

HUDSON COMPANY 
Trial Balance 
December 31, 19 — 

Civsb . 

Daricl Bri'tol . 

Office r urniturc 


S.S'XIOO 
020 00 
2,575 00 


1,900 00 
G25 00 
5,000 00 
1,315 00 


^00 0 
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Wilbs Bailey 


960 00 

Cap ta! Stock 


5 000 00 

Income from Services 


13 9?o00 

Erpcase 

98o0 00 


D vidends 

1000 00 



19 93o 00 

19 93o 00 

Problem B-2. Prepare working papers for the month of September 19 — , from 

the information in the follomng trial balance 



THE WHARTON COMPANY 


Tnal Balance 



September 30 19 — 



Ca-h 

2 326 19 


Dudlej Inc 

19d22 


Ruggles A, Co 

217 35 


Barton and P ce 

o26 61 


Bus Equipment 

45 940 00 


Office Equipment 

2 9S6 50 


Gas and OU on Hand 

320 75 


Hurd Corporat on 


1269 CO 

Bassett and Company 


1 137 25 

Cap tal Stock 


So 000 00 

Surplus (Augu«t 31) 


14 0o500 

Income from Fares 


2 876 80 

income from Charter Part es 


927 00 

Income from Adsertisiog 


21800 

Expense 

3 521 93 


Dividends 

350 00 



56 3S4 5o 

56 384 55 

Problem B*3 Following is the tnal balance of Oldham Company on May 31, 

19 — at the close of the first month of its operations 

The company operates a 

typing sernce 



OLDHAM COMPANY 



Tnal Balance 



May 31 19— 



Cash 

2»«00 


Peter Smith d Co 

196 00 


David Bolton 

208 00 


Griffith Company 

IS^OO 


Office Equipment 

2000 00 


Neon Window Sgn 

3o0 00 


Supplies on Hand 

17o00 


Office Supply Company 


473 00 

Capital Stock 


6000 00 

Income from Typing 


1 350 00 

Exjjense 

965 00 


Dividends 

2o0 00 



6 823 00 

6 823 00 

Prepare working papers statement of income and expense statement of surplus, 

and balance sheet 
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Questions 

1. "Wliat is mrant hy "closinK the hooks”? 

2. What is the purpose of clo-^inj; the l)ooks? 

3. ^^^lat accounts are closcfl to Profit ant! I/i'-s, anti why are they clo'e^l (o 
that account instead of directly to Surplu.s? 

4. What accounts arc dosed to Surplus'’ 

B, After the income accounts arc clo'id, liocr, (he Profit anti I/j‘s account 
have a debit or a credit balance? Wliat does this Ijnlance siiou? 

G. After the expense accounts also are closed, does the Profit and I,o , account 
liave a debit or a credit balance? What docs the balance shov, ? 

7. If the Surplus account has a balance before the books are c!o-(d, v.hat does 
this balance represent? 

8. What docs the balance in tlic Surplus account show after the Iiooks arc 

closed? 

9. After the books arc closed 

Wliat classes of accounts have no balances? 

What classes of accounts have balances? 

10. Tlie illustrations in this chapter show the accounts of White Realtors Cor- 
jioration after the books have been clo-cd at the end of July. What facts will he 
shown b}' the .•luccust 31 balance in the CominisMons Earned account, in the 
Exjicnse account, in the Dividends account, awl in the Surplus account before the 
books are closed, and in the Surplus account afti r the books are rlo'’ed? 

11. What is the jnirposc of taking a trial balance after closing the books? 

12. .\ssiime that White Realtors Corporation did not close iLs books at the rnd 
of July. State the facts which would be shown by the .\ugusl 31 balances of the 
following accounts: 

Commissions Eanicd. 

Expense. 

Dividends. 

13. .Assume that a comp my prepares statements aral ch-es it“ books annu.allj'. 
State the various steps in the nccounting procedure for the vf.ar 

14. .Assume that a company prepares statements at the end of f adi month, but 
closes its books only once a yc.ar. Wb.at would be the end-of-inoiith routine of .‘uch 
a company? 

15. In what records, .statements, and so forth, should dollar signs i)C u rsl, 
and where should the.v not be used? 

16. What are the rules for placing dollar sign' in ftatement''’ 
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Problems — Group A 

problem A-1 The Uboritorj material contnins a sheet of 'working papers on 
whicli has been entered the December 31, 19 — trial balance of The 'Wentworth 
Company, which is engaged m fur repairs and storage Complete the working 
papers, and prepare journal entries to dose tlic books 

Problem A 2 Follow mg is the December 31st trial balance of The Valley 
Ccntir Company which is in tlic business of soybean processing The beans are 
not purchased from producers the company’s earnings consist wliolly of charges 
for processing 

Cash 

Accounts Receivable (Total) 

Plant and Machinery 
Office Equipment 
Accounts Pajable (Total) 

Capital Slock 
SutpUte (lanuary 1 19 — ) 

Processing Income 
Expense 
Dividends 


Prepare 

(a) 'Working papers 

(b) Statement of income and cxpcn«c for the year 

(c) Statement of surplus for the year 

(d) Balance sheet 

Draft the journal entries to close the books, post the closing entries, and rule 
olT all closed accounts 

Submit an after closing trial b'tlencc 

Problems — Group B 

Problem B I Using the mfonnalion in the following trial balance, make 
jounial entries to close the books 

SANDERSON & COMPANY 
Trial Balance 
■J>et«mbaa S-l, tS — 

Cash 

John Gates 
Philip Magee 
Equipment 
Supplies on Hand 
Dobson Supply llouvi 
Capital Stock 
Furniture Repair Income 
Expense 
Dividends 


2 644 30 
218 00 
123 00 

1 975 00 
327 00 

926 00 

3 000 00 

4 976 50 

3 015 20 

(iOOOO 

8 902 50 8 902 50 


23 360 00 
19 235 00 
84 320 00 

3 000 00 

15 9S0C0 
100 000 00 
7 710 00 
40 59500 

24 370 00 

10 000 00 

1&4 2S5 00 Ifrt 285 00 
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Troclem n-2. L "ung the informaticn in the 

icucrr'Inz trh 

il balanc! 

:oumaI entries tc close the books. 



Trial Balance 
Jidr 3A IS— 

SBE.7ICE 


Cash 

. I.iSLOO 


11001 ".* hlor-raa . 

IStj.CO 


Serrice Fijmpmenf 

3. 170. CD 


Jladison and Companv. 


427.C0 

Canital Stock, . 


4.0C0.0O 

Landscane Garrienimr Incume 


I.SM.CO 

Yard. Sendee Income . 


72f5.C0 

Expense . . . 

. L-il.'LCO 


Dhidends. . 

2C0.00 



fj.-tiiO.OO 

(5 :j5<LC0 


Set up ledger accounts and enter die balances as illustrated belcn*: 


Casii rpago 1 

Julv’ol, Balance . 1,~S1,C0. | ( 1 


Place the accounts on. the page as follows: 


TTrite Give the 


Cash 

Hcnrv ilorgaa . 

Service Eqmpiscet 
hladison and Company . 
Capital Stock. . . 

Surplus 

Landscape Gardenmff Incurae . 
Yard Ser-.-ice Income 


Account 
Name on 
Line No. 

i 

a 
5 
Id 
I'j 
20 
2 1 
2S 


.Lcc'iants 
Fag'i Numbers 
as FciJil'V': 



j 

u 


5 


E.cpense 

Profit and Loss. 
Duddends .... 


g 

10 

IL 


Post the closing entries to these accounts, and tai 


•nlm arj n 


r _ T 


Problem E-3. Sot up accounts fin the manner dii’\T,-n in 
ledcnr paper, entering December oL balances of Little's F'-cd 
hnlicateu on pagi;- o2L 


pr'ldem B-2' '’n 
L’ckers. Lie., as 


The becks 'xrre closed at the end of the pmce'lmg rear. 
Prepare workina papers fm the rear. 

Pnpare a statement of income and expense, a state.ment 
balance sheet. 

Prepare and pest closing jcumal entries. 

Take an aftar-cicsing trial balance. 
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Account Name 

Account 

Page 

No 

1 Balances 

Lines 

Required 

[ Debit 

Credit 1 

Cash 


$ 3 484 00 


4 

Hamilton Company 


1 3C0 00 


4 

Equipment 




4 

Frazier & Co 



(.•Mkfi’il 

4 

Capital Stock 




4 

Surpla? 




6 

Ixicker Rental Income 




6 

Fxponse 

8 

6 115 00 


5 

Dividends 

9 

600 00 


5 

Profit and Loss 

10 



5 



$26 159 00 

$26 159 001 
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Questions 


1. Wliat is meant by a system of internal control? 

2. Explain the purpose of the follouing documents prepared by a seller of 
merchandise: 

(a) Invoice: 

Original. 

Pirst carbon. 

Second carbon. 

(b) Monthh- statement. 

3. Explain the purpose of the following forms prepared by a purchaser of 
merchandise: 

(a) Purchase requisition. 

(b) Purchase order: 

Original. 

First carbon. 

Second carbon. 

4. What is the purpose of omitting the quantities ordered from the copy of tiie 
purchase order sent to the receinng department? 

6. Describe the procedure of checking an invoice for goods purchased. 

6. How should invoices be filed to be sure they are paid within the discount 
period? 

7. The terms of an invoice are: 1 10; n/30. iniat docs this mean? 

8. 'Ulien a remittance is sent to a creditor, how may the creditor be informed 
as to the particular invoice being paid? 

9. "Wliat information is required for the profit and los.s statement of a mer- 
chandising business? 

10. How is the cost of goods sold deteiminwl? 

U. is the inventorj- at the end of the period entered in the Profit and Loss 
credit column and in the B.alance Mhcet debit column of the working papers? 

12. The Inventorj' account may have a balance both before and after closing 
the books, but the balance after cloring is dilTerent from the balance l>efore closing. 
lYhat is the reason for this? 

13. The net profit for the {x:riod is closed to the Surplus account; then uhy 
does the b.alance in the Surplus account not necessarily show the net profit for 
the period? 

14. IMiat is a debit balance in the Surplus account called? L ndcr what circum- 
stances would you expect the account to have a debit balance? 

15. If a company suffers a loss during the first year of operations, will it have 
a surplus or a deficit? How should it be shown in the bahincc sheet? 
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Problems — Group A 

Problem A-l The laboratory material contains a ledger of Maywood Cor 
poration, showing balances at the end of the month, as in the following trial balance 

MAYWOOD CORPORATION 
Tnal Balance 
October 31, 19— 

^ tzsh 

James Broun 

Inventory (September 30 19 — ) 

Furniture and Fixtures 
David Henderson 
Capital Stock 

Surplus (September 30, 19—) 

Sales 
Purchases 
Expenire 


The inventoiy on October 31, was $700 00 
Prepare 

Working papers 
Statements for October 

Journal entries to close the ledger Post these entries and close the 
accounts 

An after*closmg trul balance 

Problem A>2 FoUotnng are the transactions of the Wichita Sales Company 
for the month of June 

June 1 — The company n as organized by Gordon Fleet and Hobart CouUon, who 
invested $15 000 00 and $10 000 00, respectively Each received capi- 
tal stock of the same amount as the cash he mvested 

2— Store equipment costing $1,250 00 was purchased for cash 

3 — Merchandise m the amount of $1,500 00 was purchased from J V Seifert, 

$500 00 w as paid on account 

4 — Purchased typewriters, desks, and tables for cash, 3G00 00 (Debit 

Office Equipment ) 

6 — Paid June store rent, $125 00 

8 — Purchased office supplies for cash, $0000 (Charge Expense ) 

9 — Paid J V Seifert $^5 00 on account 

10 — Sold merchandise to H F Harmon on account, $2,175 00 

11 — Purchased merchandise for cash $800 00 

12 — Sold merchandise on account to P S Schmidt, $220 00 

13 — Paid J V Seifert S22o 00 on account 

15 — Paid clerk’s salary for first hal of June, $85 (X) 

16 — Merchandise w as purchased on account from F F Ford, $1,120 00 

17 — Alerchandi^e was sold for cash, $550 00 

18 — H F Harmon paid his account m full, $2 175 00 

19 — Sold merchandise on account to E E Smith $450 00 
Sold merchandise on account to H F Harmon, $200 00 
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June 20— Purchased an office desk for cash. ?I2.j 00. 

Paid J. V. Seifert the balance of his account, SooO 00. 

22 — Cash sale of merchandise, ?900 00. 

23 — Purchased merchandise on account from J. X. Seifert, SOOO 00. 

25 — P. S. Schmidt paid S125 00 on account. 

26 — Paid F. F. Ford SGOO 00 on account. 

Sold merchandise on account to P S Sclimidt, SIOO 00. 

Received S200.00 on account from E. E Smith 

30 — ^Paid clerk’s salari' for last baU of month, S65 00 
Paid the June light and nater bill, .S70.00. 

Paid the June telephone bill, S12.00. 

Paid a dividend of -$450.00. 

Journalize the above transactions. 

Post the entries to ledger accounts. 

Prepare (a) working papers, (b) a proSt and loss statement, (c) a surplus 
statement, and (d) a balance sheet. 

Make and post journal entries to clo^e the books, and prepare an after-closing 
trial balance. 

The inventorj' on June 30 amounted to -$1,050.00. 


Problems — Group B 

Problem B-1. Folloning is a trial balance of The Lj le Company on November 
30, 19 — t 

Account 

No 


1 


500 00 


2 

Robert 0\\ en 

1,000 00 


3 

Imenton.' (October 31, 19 — ) 

750 90 


4 

Furniture and Fixtures 

500 00 


0 

J. C, Wright, Inc 


300 00 

6 

Capital Stock 


2.500 00 

7 

Surplus (October 31, 19 — ) . 


500 00 

s 

Sales 


3,000 00 

9 

Purchases 

2, .500 00 


10 

Kvpeuse .... 

1,050 00 
6,300 00 

6.300 00 


The inventory on November 30, 19 — uas -$1,500.00 

Set up ledger accounts and enter the balance* shovn by the trial balance. 
.Ulou eiglit lines for each account. 

Prepare; 

Working piaper^ for No%cml)er. 

Statements for November. 

Write up and po«t the entries necc—arj’ to cio=e the books. 

Take an after-closing trial balance. 

Problem B-2. The statements on page 52S aero prepare-i by Kronk A* Com- 
pany. 
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KRONE & COMPANY 
Stateme&t of Profit aad Loss 
For the Year Ended December 31 19 — 

Gross Sales S81 375 96 

Deduct Cost of Goods Sold 

Inventon at the Beginning of the Year S1397280 

Add Purchases 66 321 54 

Total 180 294 34 

Deduct Imentorv at the Fnd of the Year 14 210 93 

Cost of Goods Sold 
Gross Profit on SalM 
Deduct Eipcnsea 
Net Profit 

KRONE & COMPANY 
Statement of Surplus 
For the Year Ended December 31, 19— 

Surplus at the Beginning of the Year 
Add Net Profit 
Total 

Deduct Dividends 
Surplus at the End of the Year 

KRONE & COMPANY 
Balance Sheet 
December 31 19 — 

lubfiitiet tad JSrt Worth 

3 70o3 04 Lubibties 
11,271 80 Accounts Pat 

14.210 93 able 1 3 915 23 

13 67o00 

Net TToitb 

Capital Stock 120 000 00 

Surplus 22 29j 54 42 29 j54 

146 21077 146 210 77 

Reconstruct the tnal balance 

Problem B-3 Using the infonnafion m the following trial balance prepare 
journal entries to close the books The company occupies the ground floor of its 
buDdmg and rents offices on the second floor It also mates delivenes for other 
stores 

THE PERRY COMPANY 
Trial Balance 
December 31, 19— 

387600 
13 680 00 
1000 00 
9 700 00 
1,800 00 


Cash 

Inventory 

I^nd 

Building 

Dehvery Equipment 


Attetf 

Cash 

Aecounta Receivable 

Inventory 

Store Equipment 


$19 216 37 
5 079 17 
124,290 54 
200000 
122 290 54 


66 083 41 
Slo292 5a 
10213 3S 
1 5 079 17 
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Capital Stock 


23,000 00 

Surplus . 


9,0GG 00 

Sales .... 


92 5-10 00 

Purchases . 

72,090 00 


Rent Income 


1, COO 00 

Dehverj- Income 


tKMOO 

Expense . 

23,800 00 


Dividends 

2,50<) 00 



129 10t)00 l^,pG_00 


The jn\cntor\' of mcrchnnfii'-c ai the enrl of the jeir wa- S12.3S7 00 

Problem B-4. Usince the follownng mfomiation, prepare a profit and lo'« 'tate- 
ment of Mav\\ell, Incorporated, for the \ear ended December 31, 19 — . 


Sales «'i3,'?23 94 

Inventcrj' at the beginning of the period 13,2S9 CO 

Purchases 81,210 39 

Inventorj at the end of the penod 12,318 43 

Expenses 9,218 CO 


Problem B-5. Using the folloiMng information, prepare a profit and loss 
statement for Hadlej and Rodgers for the month of June, 19 — . 


Sales.. . ‘^10,4.50 97 

Imentorj, May 31 11,423 78 

Purchases 21,872 40 

Inventorj-, June SO 16,239 C7 

Expenses . 1,397.21 
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Questions 


1 A merchant purchased 200 artides listed m a catalogue at 825 00 each, less 

a trade dL^count of 40% was the amount of the invoice’ 

Thts invoice was subject to a 2% ca«h discount if paid w ithin JO days ^^^lat 
net amount w ou!d pay the invoice within the discount period? 

2 Find the net amount of the follovring purchase after deducting all discounts 

List price, S975 00 

Trade discounts — 40%, 10% and 5% 

Caeh discount — 1% if paid within 10 days 

3 Freight terms may be “fob destination” or “f o b shipping point ” 
Distinguish between the two 

4 A merchant in Chicago purchased a ?075 00 bill of goods from a manu- 
facturer m ^ew York, terms fob Chicago Cash discount, 1% in 10 days 

(a) The freight ($2500) was paid by the seller M hat remittance by the 
purcliascr will pay the invoice within 10 days’ 

G)) As«ume that the manufacturer asked the Chicago merchant to pay 
the freight and deduct the amount thereof when making his remits 
tance Wliat remittance by the purchaser will pay the invoice 
within 10 days’ 

6 Following are assumed facts relative to certain sales made by the X Com- 
pany to four of Us customers Determine, in each instance, the smallest remittance 
which will effect full settlement 

(a) Sale on October 1 to A, $200 00, terms 2/10 n/30, fob destination. 

On October 5 a credit memorandum for $15 00 was issued to A. 
On October 9 a check was received from A for the net amount 

(b) Sale on October 9 to B, $l 000 00 terms 1 15 n/30, fob shipping 

point X Company paid $60 00 freight on the shipment B 
mailed a check in full settlement on October 27 

(c) Sale on October 17 to C, list price, $5,000 00, dealers’ discount, 

30% terms, 2/10, n/30, fob destination C paid $425 00 freight 
on the shipment, and mailed a check on October 20 in settlement 

(d) Sale on October 25 to D bstpncc $3,000 00, dealers discount, 20%, 

terms, n/30, f o b shipping point D’s business establishment was 
locat^ m the same aty as that of the X Company Since D had 
no iaciiities lor picking up ftic merchancii'e, the X tompmy 
agreed to deliver it for 8^ 00 On November 20, D sent A Com- 
pany a check in full settlement 

6 What is the purpose of keeping numerous expen'o accounts’ 

7. In what three groups are expenses clas=ified in the income and expense 
statement? 

8 What IS the distinction between frci^t m and freight out, and how is each 
classified m the profit and loss statement? 

9 ^Vhat IS the object of assigning exhibit letters (Exhibit A, Exhibit B, and 
so forth) to the vanoixs statements’ 
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10. Xet Sales Cost of Goods Sold = Gross Profit on Sales. Show, by siinuar 
equations, how the following items are computed; 

Net Sales. 

Cost of Goods Sold. 

Net Profit on Sales. 

Net Profit on Operations. 

Net Profit on Operations and Other Income. 

Net Income. 

Surplus at the End of the Period. 

Net Worth. 

11. Wliat is the punwse of ruling and lettering accounts -ndth debtors and 
creditors? 


Problems — Group A 

Problem A-1. Below is a list of the transactions of The Yates Company for 
the month of Februarj-. Journalize the transactions. The accounts to be used 
arc indicated by the account titles on the ledger sheets in the laboratory material 
and in the trial balance columns of the working papers. 

After journalizing each day’s transactions, post to the ledger. Letter the entries 
in the personal accounts which apply against each other, and nile the personal 
accounts below balancing debits and credits. 

Feb. 1 — Tlie Yates Company was organized to take over the business formerly 
operated bj- John Yates. Yates turned over merch.andise valued at 
$15,000.00 (Charge Merchandise Inventory), funiiture and fi.vturcs 
valued at .$5,000.00, and an account receivable from Da\'is & Co. of 
$5,000.00, in retuni for capital stock of $25,000.00. C. E. Hawes sub- 
scribed for .$25,000.00 of stock and paid his subscription in cash. 

2 — The following expenses were paid in cash: 


Store rent $200.00 

Insurance 300.00 

Office supplies 50.00 


3 — Purchased merchandise from J. Newton on account, $4,500.00; terms, 

2/10; n/30. 

4 — Sold mercliandise to D. P. Mason on account, $2,000.00; tenns, 2/ 10; 

n/30. .\1I s,ales are made on the same terms. 

Sold merchandise to Martin Olandcr on account, $1,700.00. 

5 — P.aid J. Newton’s invoice of February’ 3 as follows: 

Invoice 

2$c c.ash discount 
Cash 


Paid advertising bill, $2tK).lK). 

6 — D. P. !Mason was given credit memo No. I for $100.00. 

S — Made cash sales of merchandise, $1,000.00. 

9 — Purch.ascd a tlclivcry truck from The ..Vutoraobile Company for $3,o00.00. 
P.aid c.a.rii in full. 


$4,500.00 
90.00 
... $}, 4 10.00 
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Feb 10 — D P Mason paid his inroiee of February 4 as follows 


Invo ce $2 000 00 

Less cted t of February 6 100 00 

’^et $1900 00 

Less 2% cash discount 38 00 

Cash $1 862 00 


11— Received J Newtons credit memo No 1732 m the amount of $300 00 
for merchandise returned 

13 — Purchased merchand se on account from Supplier Company $7 600 OO 
terms 2/10 n/30 fob shipping point the r invoice fno B964 
15 — Paid clerk s salarj 510000 and truck dnser s salary 5125 00 
17 — Received SI 000 00 from Martin Olander on account 

Paid freight SSOOO on shipment received from Supplier Company on 
February 13 

19 — Sold merchandise to Davis A Co on account $2 800 00 The freight 

terms were f o b destination 

20 — Martm Olander sent us a check for S666 00 which he apparently regarded 

as full settlement of his purchase on February 4 as follows 


Invo CO $I 700 00 

Collected on February 17 1 000 00 

Balance $ 700 00 

2% cash discount 34 00 

Cash $~666 00 


We informed Olander that inasmuch as the 10-day discount penod had 
expired we could not allow him the discount of $34 00 
bold ^lartin Olander merchandise on account $2 00000 terms 2/10 
11/30 


22 — Purchased mercl andise from J Newton on account $1 500 00 terms 

2 10 n/30 invoice No 1306 

23 — Paid Supplier Company $7 500 00 

Martin Olander seat us his check for 534 00 to cover the balance of 
mvoice No 2 

24 — Purchased merchandise from F B W atsoa on account $1000 00 terms 

1/10 n/30 invoice No 294 

2o — Paid for advertis ng $200 00 and for office supplies SoO 00 

26 — Receii ed credit memo No 202 from F B H atson for $60 00 
Made cash sales of merchandise $70000 

27 — Dai is A Co settled for the invoice of February 19 as follows 


Invo ce 

Less cash discount 2% 
Net 

Less fre ght paid 
Cash 


$2 800 00 
56 00 
$2 744 00 
2j00 
$2 719 00 


The Supplier Company infonned us U at we neglected to take the 2% cash 
discount in our remittance of February 23 Thej enclosed a check for 
$160 00 the amount of the discount 

Sold merchandise on account to Martm Olander S2 100 00 freightterms 
fob dest nation 
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Feb. 27 — ^Paid freight on shipment to Olandcr. S20 00. 

Paid J. ISei'’ton the -SI, 200 00 balance on the in\oicc of Fchruarj" 22, Ic^': 
2% discount. The remittance ■«as compute^! as foilous: 


Invoice ? 1,500 00 

Less credit memo, Feb. 11 ... 300 00 

Balance . . . ?!,200 00 

Cash discount . . . 2- 00 

C.'ish . . . ?i.l7(T oo 


Paid clerk's salarj-, $100 00. and truck dri\er's s.alarj-, $125 00. 

Allon ed Martin Olander a credit of $.50 00 for merchandise rrtunied from 
sale of Febniarj" 20; credit memo No 2 
Olander paid our invoice of Februan.- 20. less the credit memo i=';uc<! 

today and less 29 c cash discount. 

Collected $150 00 from Hudson's Hardware for dehveiy sen ice 
Paid a dividend of $500.00. 

After you have completed all posdintts, check your ledger balances inth the tri.al 
balance furnished in the working papers m the laboratory material. 

The ina’entory at the end of Febrii iiy- uas $19,600 00 

Complete the norking papers and prepare a statenumt of profit and ]o=s, a 
statement of surplus, and a balance sheet. 

Prepare journal entries to clo=o the hooks; pod the entries and rule the closed 
accounts. 

Take an after-closing trial balance. 

Problems — Group B 

Problem B-L Joumalire the following transactions: 

May 1— Paid $23.50 freight on good* sold to T B Anderson- term*, f.o.b. des- 
tination. 

2— Paid $21.75 freight on goods sold to J. B. Malonev . terms, f o b. shipping 

point. 

3— Paid $35.12 freight on goods purdi..sed from George Hanchett, term*, 

f.o.b. destination. 

4 — Paid .$19.78 freight on goods purcha-e<i from D F berguson; term*, f.o.b 

sldpping point. , . ^ r v i 

5 — Sold merchandise to Peter Bane on account. ’^21o TvS term^. i.o b. ae^- 

tination. At our request Banc paid the freight 
G — Collected the $215.68 account from Peter B.uic, le— freight charge- of 
$29.60. 

8 — Issued a credit memorandum for $60.00 to K. D Cole becau-c of un- 

satisfactorj- goods sold to him on account. 

9 — Sent Thomas Bailey a check for 825 00 becau-c of uiisatisfactoiy mer- 

chandise sold him for cash. _ , . 

10 — Received a creviit memorandum for ^75 00 from Judd and Boone lor 

unsatisfactoiy merchandise pureha-cti troin them on account. 

11 — Received a check for $80.00 from Henry H'dc lor un«ati*facto!y' mer- 

chandise purchased from him on acni’ii ; 

12 — Sold Duncan Frye on account merc'i'nf i-e uroted in our catalogue at 

$485 Of), Ic-s trade discount* of 20'^ -a'-d ^ c 

13— Col!cctc| from Duncan Frye the araourt c'-argcvi h-ii fer t!ie -ah- Nc*ter- 

day, lesr-i. ciu-b di*eount of 29 c. 
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May 16 — Paid Luther Lamb the $285 00 balance owed 1 im less a 1% cash discount 
IG — Fred Holmes owed us $325 00 we received a check today for $307 50 
representing payment in full after deduction of a 2% cash discount 
and freight which he ha 1 paid for us although the terms of sale were 
fob destination 


Problem B 2 The following balances appear in the accounts of The A B Com 
pany on December 31 


Cash 

Inventory (end of preceding year) 

Store Fixtures 

Cap tal Stock 

Surplus 

Sales 

Rcturne 1 Sales and Allowances 
Purchases 

Returned Purchases and Allowances 

I rcight In 

Advertising 

Salesmen « Salaries 

Salesmen a Commission* 

Salesmen s Lxpenses 

Packing Lab r and Expea e 

Fre ght Out 

Cartage Out 

OfT ce Salaries 

Taxes 

Insurance 

OlTce Stationery 

'Iclef hone and Telegraph 

Legal Expenses 

Postage 

Donations 

Discount on Purchases 
Discount n Sales 


7 3ta00 
9 216 00 
4 600 00 

10 000 00 
3 916 00 
08 329 00 

5C3 00 
72 316 00 

1 051 00 

1 167 00 

1 278 00 
7 000 00 

2 15000 
231600 

912 00 
790 00 
1 190 00 ^ 

I 600 00 
272 00 
21600 . 

21900-''^ 

18C00 
300 00 ^ 

70 00 
176 00 

1 312 00 

82r00 


114 607 00 114 607 00 


The inventory at the end of tl c year was $8 635 
Prepare working papers 

Problem B 3 Refer to Problem B 2 and prepare a statement of profit and 
loss for the year 
Problem B-4 
books 


Refer to Problem B 2 and prepare journal entries to cIo«e the 
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Questions 


1. What is the meaning of the following terms? 

Negotiable promissory note. 

^laker. 

Payee. 

Maturity. 

Note receivable. 

Note paj’able. 

Di.shonor. 

Interest income. 

Interest expense. 

Renewal note. 

2. In what ways ma}' the maturity of a note be indicated? 

3. Wliat is the maturity of a note dated December 23, 1948, duo' 

(a) Four months after date? 

(b) 120 days after date? 

4. I^Tiat is the maturity of a note dated February 29, 194S, due: 

(a) One year after date? 

(b) Three months after date? 

(c) 105 days after date? 

6. If the maker of a note dishonors it at maturity, the payee should charge it 
to the maker’s account. Why? 

6. IVdiy is it unnecessary for the maker of a note to make a similar entr}', if he 
dishonors it, tnansferring the liabilitj' from the Notes Paj'able account to a personal 
account with (he payee? 

7. We sold goods to .James Keegan and received a note; the bookkee{>er re- 
corded the transaction as follows: 


NotC-s Rcoeiv.abic 
Sales 


300.00 

300.00 


State how you think the tran.=action should have been recorded, and give your 
reason. 

8. Interpret the following journal entries: (The transaction" arc unrelated.) 


(a) Notes I’oceivahle 1,000.00 

Ca>h .... 1 ,000.00 

(b) Cash.. .... 5,0.30.00 

Notes llocciv.ablo. . . 5,000.00 

Intercut Iiieome 50.00 

(c) Horace M a ace 2,020.00 

Notes Heecivablc 2,000.00 

Intere-t Income 20.00 
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(d) Interest Expense 30 00 

Accrued Interest Payable 30 00 

(e) Notes Payable 1 500 00 

Notes Payable 1500 00 


(0 Cash 

Interest Expense 
Notes Pajable 


990 00 
10 00 

1000 00 


Problems — Group A 

Problem A 1 Journalize U e following transactions In all interest com 
putatioDS use 360 days as a year 

(la) July 1 — Borrowed $5 000 00 from March A. Co on a 30-day noninterest 

note 

(l b) July 31 — Paid the above note 

(2a) July 3 — Borrow ed So 000 00 from J R Barton on a 30-day 6% note 
(2b) Aug 2 — Paid the above note 

(3a) July 5 — Bo^o^^e(i from the First National Bank b% discounting our Sftslay 
note payable for $3 000 00 Discount at 6% was deducted bv 
the bank the proceeds were $2 985 00 
(3b) Aug 4 — Paid the above note 

(4ft) July 6 — Loaned SI 00000 to Frank Jones on a SO-day non interest note 
(4b) A Jg 5 — Jones paid hu note due today 

(6a) July 10— Loaned SI 000 00 to Ralph Smith on a SOnlay 6% note 
(6b) Sept 8 — Collected fl e Smith note and intere*-! 

(6a} July 7 — Loaned John Black $1 OOOOOonaOO-day note Gaiehim$99000 
after deducting discount at 6% 

(6b) Sept 5 — Black paid his note due todav 
(7a) July 3 — Sold merchandise to hrank White on account $800 00 
(7b) July 9— WTiite gav e us a 30-<lay 0*^ n >te for the amount of his account 
(7c) Aug 8 — WTute paid his note due today 
(Sa) July 17 — Purchased merchandise from Brown &. Co SI 20000 
(8b) July 17 — Gave Brown A. Co a SO^lay t>% note for the amount of todays 
purchase 

(8c) Aug 10 — Paid the above note 

(9a) Sept 14 — Received a 30-day non interest note for $900 00 from George 
Whitely to apply on account 
(9b) Oct 14 — WTiitely dishonored bis note 
(10a) Nov 10 — Received a 30-day 6% note for S7o000 from Henry Cronk to 
apply on account 

(10b) Dec 10 — Crook dishonored his note 

(l la) Jan 9 — Gave Gibbons A Co a 30-dav, non interest note for $600 00 to 

apply on account 

(llb) Feb 8 — Dishonored our note to Gibbons A Co 

(12a) Mar 10 — Gave Kelly Brothere a 30-day, 6% note for S500 00 to apply on 
account 

(12b) Apr 9 — Dishonored the Kelly note 

(13a) May 6 — Received a 30-day nonintaest note for SI, 500 00 from Joseph 
French to apply on account 

(13b) June 5— Received a 30-day, non mterest note from French in renewal of 
note due today 
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(14n) June 20— Gave Victor Burton a SO-riay. non-interest note for ?2, 000.00 to 
apply on account. 

(Hb) July 20 — Gave Burton a 30-f)ay, non-interest note in renewal of flic note 
due today. 

(15a) Aug. 13— Received a 30-day, G% note for -SSOO.OO fmm Lewi.^i Clarke to 
apply on account. 

(15b) Sept. 12 — Clarke dishonored his note due today. 

(16a) Oct. 18— Gave Charles Norton a .30-riay, 0%'note for .84.50.00 to apply on 
account. 

(16b) Nov. 17 — Dishonored the Norton note. 

(17a) Dec. 12 — Received a 30-<lay, 69(- note for $1,200.00 from Thomas Dutton to 
apply on account. 

(17b) Jan. 11 — Collected the interest on the Dutton note and $200.00 on the 
principal, and received a new .30-day, note for the balance. 

£? Problem A-2. Journalize the following transaction.-. Submit the ledcer 
.. accounts with Vest, Towne, and Notes Receivable, properly ruled and lettered after 
' posting the entries. 

\ May 15 — Sold merchandise to J. R. West, $.3..500.00, and received his .30-tl.ay, OSe 

note in settlement. 

17 — Sold merchandise to Datnd Towne, $6,250.00, and received hi.s SO-day, 
6 % note in settlement. 

23 — Sold merchandise to J. R. West, on account, $1,720.00. 

June 14 — Collected the interest on the West note, and $1,500.00 on the principal. 

Also received a new 30-day, 6 % note for the balance of the principal. 

16 — David Totvne dishonoretl his note. 


Problems — Group B 


Problem B-1. Use a form similar to the following. Make the indicated 
interest computations, and enter your nn.«wers on the form. The interest on 
$2,875.00 at 6 % for 60 days has been entered by way of illustration. 


Principal and Rate 

Time 

$ 2 , 875.00 
• at 6 % 

$4,954 00 

at 7 % 

$ 3 , 000.00 
at 5 % 

$ 7 , 000.00 

«tt 

$ 0 , 000.00 
at 4 ^% 

6 o days 

S28 

B 

■ 

1 


■ 

Hi 

■ 

m 

■ 

30 days 

IBI 

■ 

■ 


im 

■ 

Hi 

■ 

m 


20 days 

bh 

■ 



Hi 

■I 

Hi 

■ 

IHi 

9 

So days 


1 



IHI 

■ 

IH 

■ 

■i 

■ 



■ 

■ 


[HI 

■ 

IHi 

■ 

Hi 


72 days 


■ 

■ 


Hi 

■ 

Hi 

■ 

■1 

■ 

1 13 days 


wm 


m 

■ 


■ 

iiii 

■ 

3 months 

■■ 

m 

■ 


■ 

■ 

HHli 

■ 

■1 

■ 
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Problem B-2 Using the information in the folloT^ing tnal balance prepare 
Working papers 
Statements for the month 
Journal entries to close the books 

MAPLETON COMPANY 
Tr al Balance 
August 31 19 — 

Cash 

Notes Rece vable 
Inventory 
Notes Payable 
Cap tal Stock 
Surplus (defic t) 

Sales 
Purchases 
Sell ng Expenses 
General Expenses 
Discount on Purchases 
Interest Income 
D scount on Sales 
Interest Expense 


laveutory August 31 $26 869 00 

Problem B-3 Make journal entries to record the following transactions 

Feb 17 — Gave B E Rathbun a 30-day 6% note for $2 500 00 to apply on account 
Mar 19 — Paid Rathbun the interest on the above note and $1 000 00 on the pnn 
cipal and gave him a new 30-day 6% note for the balance 
Apr 18 — Pa d the $1 500 00 note and interest 


1204 00 
5000 00 
27 335 00 

12 000 00 
2o000 00 

4 166 00 

27 344 00 

24 618 00 
1206 00 
S73 00 

317 00 
25 00 

214 00 

70 00 

64 686 00 64 686 00 



ASSIGNMENT MATERIAL FOR CHAPTER 8 

Questions 


1. In what two ways do tlie special books of orieijial entre reduce bookkeeping 
work? 

2. Do any advantages other than the saving of time and labor result from the use 
of special books of original cntiy-? 

3. To what accounts arc the column totals posted at the end of the month from 
each of the special books of original entry described in this chapter? State, as to 
each column total, whether it is posted as a debit or a credit. 

4. "When special books of original entry are used, what entries arc made in the 
journal? 

6. If a journal is the only book of original entry in use, a trial balance can be 
taken daily. Is this possible when special books of original cntia* arc used? 


Problems — Group A 

Problem A-1. Record the following transactions in the books of original entrj’ 
named below: 

(a) Journal. 

(b) Purchase book. 

(c) Returned purchases and allowances book. 

(d) Sales book. 

(e) Returned sales and allowances book. 

(f) Cash receipts book. 

(g) Cash disbursements book. 

The accounts to bo used arc indicated in the ledger. 

.Vug. 1— L. W. Lewis and John M. Potkins fonned the Lewpot Company with an 
authorized capital of .$20,000.00. Lewis received $10,000.00 of stock, 
for which he paid cash; Potkins turnetl in $0,200.00 of mcrchandi.'-c 
(charge Inventor}') and store cquijnnent valued at $3,800.00, for which 
ho received $10,000.00 in capital stock. 

2 — Purchased a water cooler and filing cabinet on account from Dunlap 

Supply Company for $175.00. This equipment is to be used in the 
office. 

Sold merchandise for cash, $2.50.00. 

3 — Purchascil merchandise from Hahn and Company, $800.00; their invoice 

date<l .-Vugust 2. 

Sold merchandise for cash, $300.00. 

4 — S<ild merchandise on account to Sullivan Brothers, $-100.00. Invoice 

No. 101. 

5 — Paid August rent, $125.00. 

G — Purchased merchandise for cash. $500.00. 
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Aug &— SoldS S Ranr^ej merchandise on account, S500 00 Invoice No 102 
Purchased office supplies for cash, 00 

9 — SuUnan Brothers paid $15000 on account 

10 — Sold merchandise to ^Uthur ^andervecr on account, tGOOOO Imoice 

No 103 

Cash sale of merchandise S35000 

11 — Bought merchandise on account from Calvert Co, $1,400 00 Their 

m\ oice dated August 7 e mailed them a check to apply on account 
$400 00 

12 — Mailed Ilahn and Ccmpanj a check for $800 00 This paid their account 

in full 

13 — Purcliased a truck from the Wengel Motor Companj, $I 000 00, paid 

$400 00 on account 
Sold merchandise fjr cash SG2000 

15 — JI 0 Jefferson purcliased merchandise amounting to $1,500 00 Me 

recen erl his check for SaOO 00 and his 15-day 6% note for the balance 
Invoice \o 104 

Paid Cah ert Co $450 00 on account 

16 — Gav c Sulln an BroU ers credit for $80 00 < n merchandise returned Sent 

cnylit memo No 1 to them today 

18— Soil merchandise on account to Sullivan Brothers, $50000 Invoice 
No 105 

Sold mercliandiso for cash $300 00 
20 — Calvert Co sent us their credit memo No 2o for $75 00 

23 — Paid Dunlap Suppl) Compan} $n’>00 which settled their account m full 
Received $200 (W from S S Ramsev 

24 — Purchased merchandise costing $200 00 from Peters and Higgins their 

invoice dated August 23 

25 — Returned una«able merchandise co«ting $C0 00 Ui Peters and Higgins 

Make no entry until the receipt of their credit memo 

26 — Sent cre^lit memo No 2 to Arthur \ anilerv eer for $20 00 

27 — Reeeiv ed credit memo No 60 from Pelere and Higgins for $60 CO 

29 — Sent M engel Motor Company a 30-day 6% note for $500 00 and a check 

for $100 00 

30 — M O Jefferson paid his note with interest 
Paid wages of $300 00 

31 — Paid the electric light bill $40 00 
Paid a dividend of $200 00 

Post the above entries 

Prepare working papers profit and lo^s statement, surplus statement, and 
balance sheet 

Draft and post journal entnes to close the books 

Take an after-clo«mg trial balance 

The inventor) on August 31 was $4 70000 

Problems — Group B 

Problem B-1 Record the following transactions m the books of original entry 
described m this chapter 

Nov 1 — Issued capital stock for cash, $10 000 00 
3 — Cash purchase of merchandise, $2 500 00 
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Nov. o—Piirchase of mcrclmndFC from Kollopg Bros, on apcounf, 1, 900.00. In- 
voice November 5. 

7 — Received SoO.OO in c-ash as an allowance for im^ati^factory pomis jnir- 
chascri on Kovembor 3. 

9 — Received credit memorandum 325 from Kellogg Bros., in the anunmt of 
SIOO.OO for unsatisfactorj- merchandise purclinscd November ’>. 

10 — Gave a 20-day, 6% note to Kellogg Bros, for the balance owed them. 

12 — Sale on account to Hugo Ramsey, .?1, 050.00. 

14 — Sale of merchandise for cash, $7.50.00. 

IG — Issued credit memorandum No. 1 to Hugo Ramsey, $150.00. 

15 — Received a 10-<lay, G^r note front Hugo Bamscy for the balance of liK 

account. 

19 — Discounted a 10-day note forSG,000.00 at the bank: di.sconnt rate, 0'~? 

21 — Sale on account to C. V. Ogden, $0.5G.00. 

22 — Sent a customer a check for .$.35.00 a.s an allowance to apply on the ca'-h 

sale of November 14. 

23 — Purchase of merchandise on account from 11. J. French, $1,425.00. 

24 — Collected $950.00 from C. V. Ogden. 

25 — Paid cxpen.ses, $215.00. 

27 — Paid II. .1. French in full. 

28 — Collected the Ramsey note and interest. 

29 — Paid the note given to the hank on November 19. 

30 — Paid the Kellogg Bros, note and interest. 

Set Up ledger accounts, allowing sk lines for each account. Post and take a 
trial balance. 
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Questions 


1 What IS the primary purpose of each of the money columns m the cash 
receipts book on page 111’ If any column has any advantage other than the 
primary one, state what it is 

2 What IS the primary purpose of each of the money columns in the cash dis- 
bursements book on page 115’ If any column has any advantage other than the 
primary one state what it is 

3 If a business receives many notes do you think it n ould be desirable to hai e 
a special hsotea Receivable credit column in the cash receipts book, so that the face 
of each note collected could be entered in the Notes Receivable column instead of 
the Sundry credit column’ If you think it would be advantageous, give your 
reason If you do not think such a special column would be desirable, state j our 
reason 


Problems — Group A 

Problem A-1 The transactions of Hennepm Sales Company are to be recorded 
ID the following books of ongmal entry 

Sales book 

Returned sales and allowances book 
Purchase book 

Returned purchases and allowances book 
In the follow mg list of transactions asterisks appear before the trans 
actions which requu« entries in the four above*named books It is 
assumed that these transactions have been recorded by your assistant 
These four books, with entries made by your assistant, will be found 
in the laboratory material 

Cash receipts book — wuth special columns 
Cash disbursements book — with special columns 
Journal 

You are to make entries m the three last-named books of ongmal entry, 
and make postmgs from all the books 

The accounts to be used arc shown m the ledger in the laboratory material 

Oct 1 — $15,000 00 of capital stock was sold at par for cash 

•Received merchandise from the Gibralter Companj , $900 00 mvoice 
No 123 dated October 1 

We sent the Gibralter Company our 15-day, 5% note for $900 00 
2 — Cash sale of merchandise $250 00 

•Charles D Weeks purchased $1 000 Kl of merchandise on account, 
mvoice No 1 
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Oct. 4 — We paid advertising bill of S30.00. 

•Sold Arthur Cox merchandise in the amount of SoOO.OO; our invoice 
Ko. 2. 

Received a 10-day note from Cox for ?.500.00, the amount of the srde 
today. 

5 — Cash purchases of merchandise, S.375.00. 

•Bought merchandise from the Gibr.altcr Compan 3 ', .SoOO.OO; their in- 
voice No. ICO, dated October 4. 

Gave the Gihraltcr Company a 15-<lay, 6% note for the amount of the 
purchase todaj’. 

G— Bought store fixtures from Carjicntcr 6c Co. on account, ?4,000,00. 

•Sold SSOO.OO of merchandise to L. F. Kuhl on account, invoice No. .1. 
Received a 20'day, non-interest note, dated October G, for SSOO.OO, from 
L. F. Kuhl. 

Paid an advertising bill of Sl.oO.OO. 

8 — G.ave a lo-da}’, 5% note to Carpenter fc Co. for .84,000.00, the amount of 

our account with them. 

•Issued credit memo No. 1 to Charles D. Weeks for $20.00 for unusable 
goods sold October 2. 

•Sold L. M. Custer S4.50.00 of merchandise on account; invoice No. 4. 
Discounted our 20-da}’ note for S7,.500.00 at the Second National Bank, 
which credited our account with the not proceeds, $7,47.5.00. 

9 — *Received merchandise from Smith and Brown, $450.00; their invoice 

No. 900, dated October 8. terms, l}/o 10 days, n^SO. 

Freight bills were paid as follows: 

Freight in . . $40.00 

Freight out 30.00 

10 — *lVillis Roberts purchased $700.00 of merchandise on account; invoice 

No, 5. 

11 — Store rent for the month paid in c.ash, $125.00. 

12 — ‘Received Smith and Broum’s credit memo No. 42 for .$25.00 for moth- 

eaten goods included in their invoice of October 8. 

•Sale on account to Charles D. Weeks, -$325.00; invoice No. 0. 
i:i — •Purchased merchandise from Smith and Brown, $400.00; their invoice 
No. 947, dated October 12, terms, 1’^ '10, n, 30. 

Cash sale of merchandise, $100.00. 

Received check from .Ar-thur Co.v in payment of his note. 

15 — ‘Sold L. F. Kuhl $180.00 of merchandise on account; invoice No. 7. 

Paid salesmen’s salaric.^;, .$400.00. 

Cash sale of merchandise, $200.00. 

Received Charles D. Weeks’ check for $900.40 in pa}’mcnt of our invoice 
of October 2, less return of .$20.00 and less 2% discount. Tiie discount 
was not allowed by us. 

16 — ‘Received credit memo No. 56 from the Gibrnlter Company for $13.20. 

because of unu,=ablc goods included in their invoice of October 4. 
Remitted our check for $901.87 to the Gihraltcr Company in payment of 
our note duo today, with interest, 

17 — ‘Bought merchandise from Smith and Brown, $900.00; their invoice 

No. 963, dated October 16. Terms. I’j 10, n 30. 

‘Sold on account of L. I'. Kuhl. $1,300.00; invoice No. S. 
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Oct 18 — *L F Kuhl returned S2o 00 of ram-damaged merchandise for credit we 
IS. ued credit memo No 2 to apply on our mvoice of October 15 
Paid freight as follow S 


Freight m $28 00 

Freight out 30 00 


Paid the $4 >j 0 00 mvoice of ®mith and Brown of October 8 less return of 
$2o 00 and less count 

19 — Cash sale of merehandi'e $/o 00 

•Uilhs Roberts purchased merchandise in the amount of $1 30000 in 
voice No 9 

Roberts gave us his lO-day 6% note for Jl 300 00 in payment of this 
mvoice 

Ca-sh purchases S3 00000 

20 — L M Custer paid our mvoice of October 8 less 2% discount Since the 

check was received too late Custer is not entitled to the discount 
The bank charged an exchange fee of $ 20 on this check 

Sold merchandise for ca-l $300 00 

WiUis Roberts check for *684 00 nas received m full payment of our 
invoice of Octol er 10 less discount of V/i% and less freight ($5 00) 
paid by lum had previously agreed that the freight was to be 
paid by him and deducted when he niade his remittaDce 

Paid tl 0 Gibralter Company for our note due today 


Face of note 
Intere«i for lo days 
Total 


loOOOO 

Igo 


SoOl 2o 


22— ’George Vanlm sold us merchandise on account $800 00 mvoice ^o 602 

dated Octolier 19 

•Sold $900 00 of merchandise to \\ lUis Roberts ourmvoiceNo 10 
illis Roberts gav e us his Icnday non mterest note for $900 00 m pay 
ment of our invoice of today 
Ca«h purchase of merchandue $300 00 

Charles D eeks gav e us his check id payment of our mv oice of October 
12 less 2% discount 
Cash purcha.se of merchandise $2o0 00 

We sent our check for $394 00 lo South and Brown in pajment of their 
invoice of October 12 less 1H% discount 

23 — Paid Carpenter i Co $4 008.33 for the note i&sued October 8 and interest 

at 5% 

•'^oldtoL F Kubl on account $400 00 invoiceNo 11 
Ca«h sale of merchandise *90 00 

24 — ‘Received merthandisc on account from Carpenter A. Co $130000 

their invoice No 680 dated October 23 
•Sold $900 00 of merchandise to L M Custer invoice No 12 
L M Custer gaw us his 15-day 6% note for the amount o* today s 
mv oice 

2a — We received a check for $1320 from Gibralter Company in payment of 
the debit balance in their account 

Received L F Kuhl s check for invoice of October 15 less $2a 00 return 
of October 18 and less discount 61 1J^% on net amount 
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Oct. 25 — Paid advertising bill of S13.50, 

‘Arthur Cox purchased merchandise in the amount of SSOO.OO on account; 
our invoice Xo. 13. 

26 — Paid Smith and Brown their invoice of October 16, Ic.^s 13i%. 

Collected the Kuhl note, SSOO.OO. 

‘Eeceived credit memo Xo. lOS from Caqjcnter A- Co. for S20.00 for 
return of damaged goods shipjxnl to u-s on their invoice of October 2’3. 

27 — Paid freight on mcrchandi'e purchased, .?.j.00. 

Received L. F. Kiihl’s check in payment of our invoice of October 17, 
less discount of 2*^^;. 

‘Sold merchandise to Charles D. Weeks on account, S500.00; invoice 
Xo. 14. 

Received a 30-day, non-interest note from Weeks for the above .sale. 

‘Received merchandise on account from Philip Winthrop, .$700.00; his 
invoice Xo. 312. dated October 27. 

Purchased merchandi.^c for cash, .$600.00. 

. 29 — Ga^-e the bank our check for .$5,000.00 and a new .$2,500.00, 30-day note 
in p33-mcnt of our note due j-c^terday. Paid the .$12.50 discount on 
the new note in cash. 

Willis Roberts jwid cash in full settlement of his note of October 19, 
plus interest. 

‘Sold merchandise on account to Charles D. Weeks, $600.00; our invoice 
No. 15. 

30 — ‘Issued credit memo No. 3 to Willis Roberts for unsalable merchandise, 

$15.00. 

Paid .$300.00 to George Yanlin in full settlement of our account mth him. 

31 — Paid salesmen’s salaries, $400.00. 

After the postings are completed, take a trial balance. 


Problems — Group B 

Problem B-1. For this problem j'ou will require a cash receipts book with the 
following monej" columns: 

Credit: 

Sundrj' 

Sales 

Interest Income 

Debits: 

Freight Out 

Collection and Exchange 
Interest Expense 
Discount on Sales 
C.ash 

Record the following transactions: 

Aug. 3 — Sold mcrchandi=e for c.ash, .$32.a.00. 

5— Collected $519.00 from .lodiua Rcrgcr on account. _ 

S_Collccted a note recciv.ahlc from Hubert Sander-, $700.00. 

10— Discounted a $6,000.00 note at bank. Proccc'i- .$5,9'. 0.00. 
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Aug 13 — Collected a $600 00 account from B E Pangburn, as follows 


$600 00 
12 00 
$588 00 

15 — Collected a $750 00 account from J D Dutton, as follows 


Account 

Less cash discount 
Net 


Account $750 00 

Less freight paid h> Dutton for us 14 00 

Cash $736 00 


17— Collected a $1,200 00 note from George Bailej, with SO 00 interest 

19 — Sold merchandise for cash, $125 00 

20 — The bank notified us that it had collected from K H Ruggtes a note 

which ne had left with it for coQection Face of note, $2,000 00, 
interest $20 00 exchange fee, $1 00 
22 — Collected an account from K M Waters, as foUons 


Account $900 00 

Less cash discount IS 00 

Net $882 00 

Less freight paid for us 13 50 

Remittance $86875 

Exchange charged bj bank on check received 15 

Net cash $$68 3a 


After recording the transactions, foot the cash receipts book and prote the 
equaht> of the debits and credits 

ProbleiD B-2 Record the transactions of Problem B 1 in cash books and 
journal of the form illustrated m Chapter 8 

Problem B-3 For this problem jou mil require a cash disbursements book 
vnth the foUov, mg n\one> columns 

Debits 

Sundry 

Collection and Exchange 

Purchases 

Freight In 

Freight Out 

Interest Expense 

Credits 

Discount on Purchases 
Cash 


Record the foUomng transactions 

Sept 2 — Cash purchase of tnerchandise SI, 250 00 
4 — Paid freight in, $12 50 

7 — Paid Gnsw old Brothers for their ms oice No 231, $65000 
9 — Sent a bank draft to Sam Waterburv for SOOo 00 The bank charged an 
exchange fee of $20 The draft was m pajment of Waterbury’s 
invoice No 426 
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Sopt. 11— Paid freight in. ?23.19, and freight out. .?19.22. 

17 — Cash purchase of merchandise, .S92.5..50. 

22 — Paid S.aOO.OO to George Dunc,an, in settlement of our note. 

24— Paid Fred Smith's invoice No. 1574, in the amount of SS-So.OO, less 2% 

cash discount. 

25 — Paid ?G03.00 to L. B. Voss, in settlement of our SGOO.OO note and interest. 

27 — Sent a bank draft to P. W. Ruthin payment of hi=: invoice No. 201, for 

S950.00 less 1% cash discount. The bank charged an exchange fee 
of S.25 for the draft. 

After recording the transactions, foot the cash disbursements book and prove 
the equality of the debits and credits. 

Problem B-4. Refer to the transactions in Problem B-o. Record these trans- 
actions in a one-column cash disbursements book and a journal. 

Problem B-5. TVest and Mather, Ine. operate a re.al estate and insurance office. 
They have numerous transactions of the following nature: 

Oct. 1 — Collected $400.00 rent on an apartment in a building or^med by ,7. G. 

Westerman and managed by the company. The management contract 
provides that West and Mather, Inc. .arc to retain 5% of rent collections 
as rental commission income. 

3 — Collected a commission of $1,000.00 for selling a piece of real estate for 
T. B. Kennedy. 

0 — The company acts as an agent for Old Reliable Insurance Company in 
loaning money to property owners, secured by mortgages. It receives a 
commission of 2% on all mortgages placed. Today it collected a com- 
mission of $120.00 for m.aking a mortgage loan to C. V. Putnam. 

7 — The company also receives a commission of 2'^c of all collections of prin- 
cipal and interest on such mortgages as compensation for servicing the 
mortgages. Today it collected $75.00 interest on a mortgage. 

9 — The company also acts as an agent in placing insurance; for this service, 
it receives a commission of 15^0 of Iho premiums collected. Tod.ay the 
company collected a premium of .$150.00 on a policy vritten with 
Safety Insurance Company. 

10 — The company also occasionally finds it nccessarj’ to borrow money at the 
bank by discounting its notes p.ayabic. Today it discounted a $5,000.00, 
GO-day note, at 0^. 

Rule up a columnar cash receipts book in a form wliich you Ijelieve vill be 
convenient, bearing in mind that the company dcs'ucs to keep a separate account 
with each class of income. Record the above-mentioned transactions in the cash 
receipts book. 
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Questions 


1. What are some of the advantages of controlhsg accounts’ 

2 If controlling accounts are kept, why fa it desirable to have special columns 
for them m the books of original entry? 

3. Before postmg the column totak of a book of onginal entrj', what should be 
done to check the correctness of Uiese totals? 

i. Assume that a cash receipts book contains a special Accounts Ueceivablc 
controlling account column, stale the procedure for making postmgs from it. 

6. What fa the procedure for provmg subsidiary ledgers? 

6. If the journal were not provided wnth special controlling account columns 
for Accounts Receivable, and you wished to credit J. S Smith, a customer, for a 
note received from him, how would the credit entry bo posted? 

7. Under what circumstances would you suggest having an Accounts Receivable 
debit column in the cash disbuircmcnU book? 

8. If you were de«igmng a system of accounts, what facts would influence you 
in deadiog what controlling accounts should bo u^? 

Problems— Group A 

Problem A>1. Record the foUowing transactions of Abbott Corporation In the 
cash books and journal provided m the laboratory material Sales, returned sales 
and allowances, purcha.<es, and returned purchases and allowances are not stated 
in the list of transactions, they ha% e been recorded by your aseutant 

JIake all postmgs except column totals daJy, post column totals at the end 
of the month. 

Take a trial balance of the general ledger and prepare schedules of the sub- 
sidiary ledgers 

Apr. 1 — Issue capital stock for cash, $25,000 00 

Cash purchase of merchandise, $10,000 00. 

3 — Pay rent for the month, $250 00. 

4 — Pay advertismg, $60 20- 

6 — Receive from Charles Lyons a 10-day note without interest for $580 00, 
the amount of the sale to him today. 

8 — Give Frank Howard a 15-day, non-mterest note for amount of purchase 
today, 8620 00. 

11 — Collect $375 00 from Fred Madison in payment of our invoice No I. 

13 — Receiv e a 15-day, non-mterest note from Fred Madison for $400 00, the 
amount of today’s sale to him. 

15 — Collect from Herman Moore for our invoice No. 2, $CS0 00, less our 
credit memo No. I, $40 00. 

16_CoUect $580 00 from Charles Lj-ons in payment of his note 

17 — ^Receive cash from John Magee m payment of our invoice No. 4, $615 00, 
less 2% cash discount. 


548 



ASSIGNMENT MATERIAL-CHAPTER 10 549 

Apr. 17— Send 0. E. Pctcmian a chock for our purch.ose of April 5. ?S9o.OO Ices 
, 29c discount. ’ 

19— 0. E. Petcniian UTote us that the remittance wc sent him on April 17 was 

received too Late to entitle us to the discount. 

20 — On April S we sold goods to John Macce on account. On April 17 we 

collected for this sale, loss 2% cash disernmt. Today M.aece returned 
goods billed to him at $100.00; a credit memo for th.at amount 
issued to him, and recorded in the returned sales and allowances book. 
Since Magee took .a 2% c.ash discount when he paid for the invoice, he 
should have been credited with only $98.00 when he returned the goods. 
iMagec has been notified that the credit menjo should liavc been for 
only $98.00. Make a journal entrj' for the $2.00 correction. 

22 — Collect from John Doty the amount of our invoice Xo. G, $7o0.00, less 2% 

cash discount. 

23 — Pay Albert Steggal for purchase of April 13, $395.00, less l9o cash dis- 

count. 

Pay note to Frank Howard, $620.00. 

24 — Collect from Herman Moore for our invoice X’o. 7, .S470.00, less 2% cash 

discount. 

Eeceive a 30-day, non-intcrcst note from Jolm Doty for $725.00, the 
amount of the sale to him today. 

25 — Pay .Albert Steggal for merchandise purchased .April 3, $479.70. 

Pay Maurice Hancock amount of invoice No. 1962 j'urchascd April 17, 
$400.00, less credit memo of April 20, $12.00, and less cash discount 
of 1%. 

26 — Pay Jolm Magee the $08.00 credit balance in his account. 

Give Albert Steggal a 30-daj', 6% note for $195.00, the amount of our 
purchase from him todaj-. 

27 — Issue a check to Frank Howard for amount of invoice of April IS. $G27.S0. 

28 — Fred Madison dishonored his $400.00 note due today. 

29 — Pay 0. E. Peterman $277.20, for his $280.00 invoice of April 19, less 1% 

cash discount. 

30 — Collect from Frank Howard the amount of the credit memo issued by liim, 

and recorded April 29. 

Receive a check for .$965,30 from Charles Lyons, in p.symcnt of our 
invoice X'o. S, Since the check was recci\'cd after fhe discount period 
had expired, the $19.70 discount is not allowed. 

Pay s.slesmcii’.s salaries, $620.00. 

Problem A-2. Tliis iwoblom illustrates controlling accounts as well as th.c use 
of special columns in the cash books. 

Entries for sales, returned sales and allowances, purchases, and returned pur- 
chases and allowances have been made by your assistant. A'ou are to make entries 
in the cash books and journal. 

Make all postings. Prepare a trial balance of the general lodger, nini schedules 
of the subsidiary ledgers. 

Aug. 1 — Issued capital stock for cash, $25,000.00. 

Purcliascd a complete stock of merchandise for cash, $15,000.00. 
lAirchased store equipment for c.ash. $1,800.00. 

Paid store rent for month, $300.00. 

2 — Sale to Robert Dennis on account, $$30.00. 

Purch.asetl merchandise from Babcock A Co... $1,800.00; their invoice 
August 1. 
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Aug 2 — Gave Babcock & Co our 15-day, 6% note for amount of today’s purchase 

3— ^ale to H E Canfield, tOOO 00 

Received a 20-day, 6% note from H E Canfield for amount of sale 
today 

4 — Purchased merchandise from Davenport, Inc, S760 00, theu’ invoice 

August 3 

Paid advertising, $285 00 

5— Sale to Roy Porter $500 00 

Received a 30-day, 6% note from Porter for the amount of the sale today 

6 — Issued a credit memo to Robert Dennis, $22 50 
Cash sale of merchandise, $11000 

Discounted our note for $6 000 00 at First National Bank Dis- 

count rate, 6% 

8 — Sale to James Edmunds on account, $046 00 
Paid freight in, $72 50, and freight out, $31 75 

9 — Sale to Paul Hurd, $1,200 00 

Received a 20-day, 6% note from Hurd for the amount of today’s sale 

10 — Purchased merchandise on account from French and French, $1,100 00, 

their invoice August 9 

11 — Sale to Paul Hurd on account, $1,275 00 

12 — Sale to H E Canfield on account, $$15 00 
Cash purchase of merchandise, $420 00 

13— Issued credit memo for $18 00 to James Edmunds 

Sent a check to Davenport, Inc , for the $760 00 purchase of August 4, 
less 2% discount 

15 — Sale on account to Roy Porter, $680 00 

16— Received credit memo 137 for $3000 from French and French to apply 

against purchase on August 10 

Purchase on account from Globe Corporation, $950 00, their invoice 
dated August 14 

17 — Collected from James Edmunds for $946 00 sale on August 8, less credit 

memo issued on August 13, and less 2% cash discount 
Paid the $1,800 OOnote given toBabcock& Co on August 2, and interest 

18 — Paid French and French (or $1,10000 purchase on August 10, less $30 00 

credit memo and less 2% cash discount 
Cash sale $310 00 

19 — Purchase from Davenport, Inc , $1,000 00, their invoice dated August 17 
Gave Davenport, Inc , our 30-day, 6% note for $1,000 00 

20 — Collected from Paul Hurd for sale of August 11, less 2% cash discount 

22 — Sale to Herbert Ryan on account, $263 00 

23 — Collected the Canfield note, $900 00, received August 3, and interest 
Paid Globe Corporation for purchase of August 16, less 2% cash discount 

24 — Collection from Roy Porter for sale on August 15, $680 00, less $13 00 

freight paid for our account, and less 2% cash discount 
Purchase from Babcock A. Co $1,390 00 their invoice dated August 23 

25 — Collected $830 00 from Robert T^nis for our invoice No 1 Dennis 

forgot to deduct the $2250 credit memo issued on August 6, ne 
notified him of this fact 

26 — Received a check from H E Canfield for $798 70 the amount of the sale 

on August 12, less 2% discount The discount was not allowed The 
bank charged $ 25 exchat^ on the check 

27 — Sale to James Edmunds on account, $312 00 

Purchase from French and Rench, $2,297 00, their invoice August 25 
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Aug. 29— In accordance with hi- request, we sent Rol'ort Deani- S22..'0. tl-.c amount 
of the credit memo sent him on Aucu-t 0, .and iml dtviucted by him 
when m.akinn his remittance on Aivzn<i 2'k 
Paul Hurd dijiionorcd the 6Pc note he gave us on Augu-t 9. 

30 — deceived credit memo C202 from Hnhcock A Co. for $03.00 to apply 

against pureha-c on .-Viigust 24. 

Paid freight in, $32.70. and freight out, $2C>.S0. 

31 — Paid office salarj% $200.00. 


Problems — Group B 

Problem B-1. A bookkeewr drew off ib.c following general ledger trial balance 
and schedules of subsidiary ledgers. You will note that the trial balance dws not 
balance, and that the schedules of accounts receivable and accounts payable do 
not agree with tlieir respective controls. 

On the following pages you will find the books of origin.al entry and the ledgers. 
Make a list of the errors and prepare a trial balance of the general ledger and 
schedules of the subsidiaiy- ledgers showing what the balances in the accounts in 
the three ledgers would have been if the books had been kci't correctly. 

You arc uot required to correct the books. 

Sec page 132 for procedures to be followed, (let the general ledger into b.alance 
before working on the subsidiary iciigers. 

General Ledger Tri.il Balance 
November 30, 19 — 


CiU=h S,0S7.01 

Accounts Receivable 1,392.20 

Accounts Pavablc 1,373.00 

Capital Stock . 10,000.(X) 

S.dcs __ 2,430.17 

Returned Sales and MUnvance^ . . 31.70 

Rurcliascs 5,279.1$ 

Returned Purchases and .-Mlowancc-^ .... 5l.9o 

Storo Rent 200.00 

Discount on Pureha-cs 4 1.70 

Discount on S.'ilcs Hi- 93 

15 .010.75 13.$77.11 

Schedule of Accounts Receivable 
November 30, 19 — 

F. C. Cole SOfi.Oo 

J. R. Ma\wcU. . . • •• 17o.7.i 

John Moore . o9/.2G 

Harry Paine ~H.01 

Total b^SQO'^ 


Schedule of Accounts Payable 
Norember 30, 19 — 

Martin Bailey 

I'rcvl llaniilton . 

D. R. .Murpliy. . . • 




lO-'i.Od 

910.70 
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GENERAL LEDGER 


Cash 

19—1 I 1“ I ' 

Nov.jSO] S.OS7.01 jCUl, n,2.")2_r>l,Xfn-._.')0^ 


(Page 1) 


ICDlj 3,1C!G0 


Accounts Receivable (Page 2) 


19— 

Nov. 

30 

1.392.2G 

! SI 1 

1 I 

! 1 

1 2,310 

i 

l' -lo- 

17 Nov. 

s 

!| 

k 

1 

30 

30* 

30' 

i 

IL'tl 

RPl 

CRl 

- ^ -- 

; 37 10 

1 5195 

S5G'3G 
j orsjsi 





Notes Receivable 


(Page 3) 

19— 

Nov.; 

i 

1 

1 Moore — 15 d.a. 

1 i 

1 .11 ; 

1 '19— 

; 39S,03N<)v. 

,21 

. Mi>ore 

ICRI 

1 j 

, S9S|G3 





Accounts Payable 


(Page 4) 

19— 

Nov. 

29 I 

30j 

30 

301 

! 1 

j 

CUll 

CDl' 

J1 

Rl’li 

1 

G 

2,S99 

9G9 

•15 

s.aio 

1 , 
25 Nov 
05, 

12 ' 

O-N 

1 

30 

30 

1 

t.375.0G 

1 

PI 

1 

I 1 

j 5.279 1S 
C25 





Notes Payable 



(Page 6) 


! 1 
1 1 

i 

1 i 


; ,19— 
t !-N<-v. 

t 1 

G, Cooper 1 

ji! 

! 902!s7 





Capital Stock 



(Page G) 




\ 1 

1 

1 

:i9-; 
1 iNov.i 

1 

! !cri! 

lo.ooojoo 






Sales 




(Page 7) 



1 

1 

1 

• 19— 

.Xov 

1 1 

30, j 

i 

Sij 

2,130'l7 




Returned Sales and Allowances 


(Page 8) 

19—1 

Nov.] 

1 1 

30 ; 1 

1 

iRSll 

37, 

10, 1 

1 

1 1 

1 

1 





Purchases 




(Page 9) 

b~j 

Xov.| 

iso! 

i 

Pl*i 

i 5 ■ 

0,279, is; i 

i 

1 

1 ! 

i 

1 

1 



Returned Purchases and Allowances 


(Page 10) 


1 

1 

1 

i 

1 

.19- j 

jNov.;30; 

1 j 

IrpiI 

! 

5105 





Store Rent 




(Page 11) 

10—! 

Nov.j 

1! 


1 

CDli 

i I 1 

20000^ i 


i 1 



556 


ASSIGNMENT MATERIAL— CHAPTER 10 

Freight la 


(Page 12) 
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F. E. Cooper 


19— 


i 



1 1 

! 

Nov.| 

1 i 

Pr 

i : 

1 0G2 S7j 

002 s7 


1 ot i 

Ji] 

002 S7 


1- 


16 


PI! 

\ ! 
5 

1 726,95. 

726,95 


;2G 


GDI' 

72'; 05' 


1 


2T 

i 


6 25' 

I ^ 

o'OoDr 


i29l 

, iciu! 

1 ! 

c|25’. 

j 



Fred Hamilton 




19 — j 




( 

1 1 

1 

Xov.i 

10^ 


PI 

i i 

1 f7i7 90' 

617!99 

i 

21 


RPI 

IS75 i 

620,05 


29 


PI 

! ! 2S7,G5' 

916,70 



D. R. Murphv 




19— 

\ ; 


1 

i 

1 5 

1 

Nov. 

13, 


PI 


875 20 

875 20 


22 


GDI' 

875,20^ 

1 - 

! — 


25 


Pi! 

1 

316 SO 

316 80 


27i 

■ 

RPi; 

36 20. 

' 1 i 

2SO[vO 
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Questions 


1 Distinguish betTi ecu accrued expense and deferred expense 

2 Distinguish between accrued income and deferred income 

3 State as to each of the following rvhether it is accrued or deferred expense, 
or accrued or deferred income 

(a) Advertising expense paid for six future months 

(b) Interest paid to maturity on a note payable which is not due for two 

months 

(c) Taxes for the period which arc not due for three months 

(d) Rent earned but not due for two weeks 

(e) Collections received in advance for eerviccs to be rendered in the 

future 

4 In connection with the closing of the books what three journal entries arc 
made with respect to each income or expense account affected by a deferred or an 
accrued item? 

6 Where should accrued and deferred items be classified in the balance sheet? 

6 Deferred expenses usually are not rcalirable in cash then why should they 
be shown on the asset side of the balance sheet? Similarly deferred income does 
not represent a liability payable in cosh, then why should it be shown on the 
liability side of the balance sheet? 

7 Where should the following be classified in the balance sheet? 

(a) Accrued taxes 

(b) Advertising expense paid m advance 

(c) Accrued interest receivable 

(d) Rent collected in advance 

8 Ignoring deferred and accrued items when the books are closed at the end 
of 1948 will cause misstatements of the net income of both 1948 and 1949 Com 
plcte the following cliart 

Net Income 
1948 

Deferred charge ignored Understated 

Deferred income ignored 
hrW’JA'i WiJVlSA 
Accrued income ignored 

9 Ignoring deferred and accrued items will also affect the balance sheet pre- 
pared at the end of the period Complete the following chart 

Balance Sheet December 31 1948 
Assets Obi Rations Surplus 

Deferred expense ignored Understated Understated 

Deferred income ignored 
Accrued expense ignored 
Accrued income ignored 


Net Income 
1949 

Overstated 
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Problems — Group A 

Problem A-1. Tlie Dupen Store closes its books et the end of cecli month. 
Its three clerks arc paid ?27.00 each per week; p.as-mcnt is made even- Saturdnj- 
evening. 

Tlie last Saturday of November fell on the 2Sth. Give (he adjusting, clodm:, 
and reversing entries required in connection with the closing as of November 30. 
Submit the Accrued Salaries Payaide and the Clerks’ Salaries accounts. Compute 
the accrual on the basis of a work week of sk days. 

Problem A-2. From the following information, prepare the adjusting, closing, 
and reversing journal entries at the end of the year. 

Henry Olsen bought two fire insurance policies during the ycar.'^One policy, 
twth a term of three years, was purchased on April 1 at a premium cost of $250.00. 
The other policy, with a onc-ycar life, w.as purchased on September 1 at a premium 
cost of $150.00. Olson’s books are to be closed on December 31. 

Show the Insurance account and the Une.vpircd Insurance account. 

Problem A-3. On December IG, T. L. Bank rented office space to James Kelly 
at $100.00 per month, and collected $150.00, which paid the rent to the end of 
January. Bank closes his books on Deccmlrer 31. Prepare the adjusting, closing, 
and reversing entries to be made by Bank in connection with this matter. Show 
the Rent Income account and the Rent Collected In Advance account. 

Problem A-4. T. H. Haskell, Inc., held a considerable number of notes re* 
ceivablo on which the company had collected, during the year, $512.00 in interest. 
On December 31 interest had accrued but had r.ot been collected on the folloudng 
notes: 


Face intenyt Date 
Maker of Note Kate of Note 

F. F. Bl.air $1,000.00 5% December 1 

C. D. Il.ali 2,000.00 C December IG 

0. A. Round.s 1,500.00 0 November 1 

Prepare the adjusting, closing, and reversing entries incident to closing the 
books on December 31. Submit the Interest Income and Accrued Interest Receiv- 
able accounts as they would ai)pc.'ir in the ledger. 

Problem A-6. Tlic trial balance of the Towner Company on December 31 
appeared as follows; 


Accounts Rcccivaljlc 

Account. s Payable 

Advertising 

-1,200.00 

SO.OO 

5,300.50 

1,502.30 

Capital Stock. 

Commission Income 

Delivery Equipment 

Deliver)- Exqien.se 

Dividends 

1,200.00 

07.-S5 

l.OO.OO 

C‘''K>.00 

10,000.00 

312.70 


301.00 


Interest Ev{>cn<o 

Interest Income 

Inventory (November 30) 

. . ..... 75.00 

1, 000.00 

100.00 
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Notes Receivable 

3,200 00 


Notes Payable 


2,500 00 

Office Expense 

60 00 


Office Salanes 

350 00 


Purchases 

8,500 00 


Purchase Returns and Allowances 


300 00 

Rent 

200 00 


Sales 


9 000 00 

Sales Returns and Allowances 

315 35 


Store Salanes 

400 00 


Surplus (November 30) 


2 622 30 


26 337 30 

26 337 30 


Prepare adjusting journal entries for the following matters 
(a) Accrued store salaries, $50 00 
Unexpired insurance, $150 00 

(c) Accrued interest on notes receivable, $I0<W 

(d) Accrued mterest on notes payable, $7 90 

(e) Oil on hand for use in dehvery truck, S8 50 

(f) Prepaid interest on notes payable, $7 20 
te) Commissions collected u advance, $3 25 

The merchandise inventory on Pecember 31 was $2,130 00 
Complete the norbng papers, prepare a statement of profit and loes, a state- 
ment of surplus, and a baUnee sheet 

Prepare the December 31 cIo'^iQg entries and the reversing entries required 
on January 1 

Take a trial balance after posting the reversmg entries. 


Problems — Group B 

Problem B-1. A magazme publishing company credits a Subscription Income 
account with all subscriptions collected Subscriptions taken in January are 
regarded as beginning with the February issue, and are therefore regarded as 
11/12 earned at the end of the year The same theory is appbed to subscnptions 
taken in subsequent months Tbe Subscription Income account at the end of a 
year appears as follows 
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Prepare a schedule showing your computation of the unearned subscription 
income. 

Submit the adjusting entrj- and the closing entry. 

Problem B-2. A company insured its propertj- under three-year policies pur- 
chased as shown below; 


Date 

January 1 . . 
March 1 

July 1 

Deccnibor I . 


Premium 

S120.00 

60.00 

360.00 

2 ! 0.00 


Submit adjusting, closing, and reversing entries as of the end of the year. 


Problem B-3. The balance in the Interest Exirense account on December 31 
is -S925.75. On December 2, the cornp.iny discounted at bank its 90-day note 
payable for $30,000.00; the discount rate was G'^. On December 15, the com- 
pany gave a creditor its 0% uotc for $24,000.00, due in GO days. 

r^Iake adjusting, closing, and reversing entries as of tlie end of the year. 

Problem B-4. Bert Bailey operates a summer resort. The resort ojiencd in 
June. On June 30 the balance in his Income from Guests account was $1,213.50. 
On June IG, Hubert Hale rented a cottage for a month, on a lease expiring July 15, 
and p.aid a month’s rent in advance, $180.00. On June 21, Robert Morris rented 
a cottage for a month, on a lease expiring July 20, at $175.00, payable at the end 
of the month. 

Make the adjusting, closing, and reversing entries for Bailey as of the end of 
June. 

Problem B-5. The trial balance of The T. L. Hagen Corporation on December 
31, 19 — , appears below: 


C.ash.. 

0,750 00 


Accounts Receivable 

5,000 00 


Notes Ilecciv.able 

3,500 00 


Inveutorv (November 30). 

2,000.00 


Office Equipment 

750.00 


Accounts Payable 


2,800.00 

Notes Pavable 


.5,000,00 

Capital Stock 


7,500.00 

Surplus 


1,100.00 

Sales 


29,000.00 

Returned S.ik's and .Mtowance-. . 

IXW.OO 


Purelniscs 

25,000.00 


Returned Purchasc.s and .Vlionauccs 


500.00 

.Vdvcrti'ing. 

400.00 


Salaries of Salesmen 

$00.00 


Insurance 

250.00 


Miscellaneous General Depense 

375.00 


Interest Income 


125.00 

Interest Rypenso 

00.00 



SOOOO 



46,11.5 00 

46.115 00 
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Adjustments are required for the fdllcnni^ accrued and deferred items* 

(a) Unpaid rent for December, S150 00 

(b) Unpaid salesmen’s salaries, S125 00 

(c) Uoexpired insurance, S225 00 

(d) Accrued interest on notes receivable, S3Q 00 

(e) Accrued interest on notes pajable S2500 

(f) The company discounted a note at the bank, the discount deducted by 

the bank was charged to Interest Expense S2000 of this charge 
should be deferred 

The inventory on December 31 was $1,75000 
Prepare working papers 
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Questions 


1. Is the balance sheet a statement of fact or opinion? Is the statement of 
profit and loss a statement of fact or opinion? Give reasons. 

2. Distinguish between real, nominal, and mixed accounts. 

3. Adjusting entries may be made for the following classes of items: 

Accrued ex'jjenses. 

Accrued income. 

Deferred e.xpenses. 

Deferred income. 

Bad debts. 

Depreciation. 

Which of these adjusting entries are reversed? 

4. The Insurance account is a mi.xcd account if its b.alance includes any un- 
expired premiums. After the adjusting entry transferring the unexpired insurance 
to an Uno.xpired Insurance account lias been posted: 

Is the Insurance account real, nominal, or mixed? 

Is the Une.xjiired Insurance account real, nominal, or mixed? 

6. Distinguish between the Reserve for Bad Debts account and the Bad 
Debts account. How should each be classified in tlie balance sheet or statement 
of profit aud loss? 

6. Why are accounts receivable not charged directly to an e.xpense account 
when thet' are found to be worthless, instead of being charged to a Rescrce for 
Bad Debts? 

7. The account receivable of F. K. .Tones, amounting to 3S5.00, is con.ridcrcd 
worthless. Give the journal entn,- to write it off. 

8. The trial balance of the X Company on July 31, before the books were closed 
for the month, was, in part, .as follows: 

Accounts Receivable . . S3o, 000.00 

Reserve for B.ad Debt'.. .... 8 SOO.OO 

Sales ... . . .'>0,.i00.00 

Returned Sales and .Allowances 500 00 

The -SSOO.OO in the Bad Debt Resen-e is the b.alance remaining from credits 
in previous months. 

Tlie coinjiany provides for bad debt lo'^ses by monthly charges of 2% of net 
sales. Make the July 31 adjustment for b.ad debts. 

What amount will appear in the statement of profit and Io« ns the bad debt 
e.vjxmsc for July, and where will it be shown? How will the accounts receivable !>e 
shown in the baLajice sheet for July 31? 

9. The trial balance of the Y Company on December 31. before the brxjks were 
closed for the ye.ar, contamed the following items (among other-'): 

.Accounts Rcmvable $75,000.00 

Rcsen-o for Bad Debts 
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$2,100.00 
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After a careful study of the open accounts was made it was estimated that the 
total loss to be incurred in coUectmg the accounts would not exceed S2 750 00 
Make the December 31 adjustment for bad debts 

IVhat amount wnll appear m the statement of profit and loss as the bad debt 
expense for the year and where will it be “hown? How w lU the accounts receivable 
be shown in the December 31 balance sheets 

10 After adjustments for bad debt losses were made the trial balance of a 
certain company contained the followmg balances on December 31 

Accounts Reee vable S75 000 00 

Reserve for Bad Debts $3 500 00 

Bad Debts 2 500 00 

Why 13 the credit balance of the reserve greater than the debit balance m the 
Bad Debts account? 

In which statement (balance sheet or statement of profit and loss) wtU the 
balance of the Reserve for Bad Debts be shown? In which statement will the 
balance of the Bad Debts account be shown^ 

Which account will be closed to Profit and Loss wl en the books are closed’ 

11 A company s trial balance at the end of 1948 contained the following items 

Build ng3 $50 000 00 

Reserve for Depreaation — Buildjogs SC 000 00 

Depreciation of the buildings is provided for at the rate of 4% a year No 
provision iias yet been made for 1948 

NIake the journal entr> providing for the depreciation of buildings for 1948 

After this entry is posted what will be the balances in the foUowug accounts’ 
Buildings 

Reseiwe for Depreciation — Bmldmgs 
Depreciation Buildings 

How will these account balances be used m preparing the statements for the 

year? 

12 What entries should be made with respect to a fixed asset which has been 
fully depreciated in the accounts’ 

13 If an asset has been fully depreciated on the books but is 'till in use by 
the business what is indicated with reference to the profits shown by the books 
m prior periods? 

14 How should depreciation and bad debt charges be classified in the statement 
of profit sod ices’’ 

15 Depreciation reserves and the reserve for bad debts normally have credit 
balances Then why are they not shown on the right side of the balance sheet 
where other accounts with credit balances are sbown’ 

16 Why not deduct the total of all the depreciation reserves from the total 
of the balances of the fixed asset accounts m the balance sheet instead of going to 
the trouble of itemizmg the reserves and makii^ individual deductions’ 

17 The Small Tools account has a debit balance of S4 215 60 an inventory 
shows that the small tools on hand have a depreciated value of $3 26o 75 Make 
the journal entry to record depreciation of the small tools 
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Problems — Group A 

Problem A-1. The trial balance of Blue Star Corjjoration as of December 31 
19— will be found in the Inboratorj- material. Make the nccossarj- adjustinc 
entries for accrued and deferred items and for reserves. Letter the adjusting entries 
to correspond ^Mth the iniotmation set out below. In addition, prepare working 
papers, statement of profit and loss, sfatement of surplus balance sheet, and 
closing entries. 


(a) Depreciation of store building 

(b) Depreciation of store equipment 

(c) Depreciation of deliver}' trucks 

(d) Depreciation of furniture and fixtures 

(e) Accrued salesmen’s salaries 

(f) Accrued office salaries 

(g) Accrued interest on notes payable 

(h) Prepaid store rent . 

(i) Accnied ta.xes . . . . 

(j) Inventor}' of office supplies 

(k) Dnexpired insurance 

0) Interest accrued on notes receivable 

(m) Stationery and postage unused 

(n) Collection of rental income in advance . . 

(o) The reserve for bad debts should be credited o-ith J ^ of l9o 

of the net sales, 

(p) Interest paid in advance on notes payable 

(ci) Mortgage interest is payable on JIarch 31 and September 
30. Interest has been paid to the latter date. 

(r) Prepaid advertising 


3 % 

lOTo 

239c 

RI 

$ 200.00 

70.00 

72.00 
oO.OO 

100.00 

30.00 

50.00 

20.00 
1.50.00 

7.5.00 


15.00 


150.00 


The inventor}' on December 31, 19 — was valued at $33,000.00. 

Do not make the reversing journal entries; however, indicate (by the reference 
letters) which journal entries should be reverse<l on Januar}' 1. 


Problems — Group B 

Problem B-1. A trial balance contains tlie following balances on December 31: 

Accounts Receivable $35,657.55 

Reseix'c for Bad Debts $ 92S.50 

Sales _ 41.5,753.21 

Returned Sales and Allowances 3,215.22 

(a) The amount to be added to the rcscn'c is ~)i of 1% of the net sales. Give 
the journ.al entiy' for the addition to the reserx-e, and show hoiv the accounts 
receivable should appear in the balance sheet. 

(b) The reserx'e is to bo increased to $4,000.00, the estimated amount of bad 
debt losses. Give the journal entn- for the addition to the rcscrx'c, and show how 
the accounts receivable should appear in the balance sheet. 

Problem B-2. (a) A trial balance contains the following balances: 

.\ccounts Receivable $29,645.57 

Rcscrv'c for Bad Debts $1,523.56 

Show how the accounts receivable should appear in the balance sheet. 
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(b) A S2I5 67 account receivable from Horace Bradley is determined to be 
uncollectible and is to be ivntten off Ufal^ the journal entry to write off this 
account and show how the accounts receivable should appear in the balance sheet 

Problem B-3. A trial balance contains the following balances 

Machinery and Equipment 835,625 75 

Reserve lor Depreciabon — Machinery and 
Equipment $9 682 57 

The debit balance of the asset account includes the cost, $2,000 00, of a machine 
which has been fully depreciated Make the journal entry to wnte off this fully 
depreciated asset 

Problem B-4 A company prejiared a profit and loss statement at the end of 
Its first year of operations, which showed a net profit of $13,274 86 The book- 
keeper failed to give consideration to the following matters 


Depreciation of building $1,215 00 

Depreciation of delivery equipment 400 00 

Provision for bad debts 1,175 00 

Unexpired insurance 210 00 

Accrued taxes 367 00 

Accrued interest on notes receivable 25 00 

Rent collected in advance 200 00 


Determine the correct net profit after mabog the adjustments 

Problem B-5 At the end of the second year of the h/e of The X Company, 
the attention of the bookkeeper was called to the fact that be had not given recogni 
tion to the foUowing matters when closing the books 


At the End of 
First \ ear Second Year 


Depreciation 

Buddings 

Furniture and fixtures 

Reserve for Bad Debts — Balance required at 
year end 

(Bad debts charged to Dad Debts expense ac- 
count first year $29o00 second year, 
$983 00) 

TJnexpired insurance 
Accrued interest on notes receivable 
Accrued wages payable 
Rent collected id advance 


$ 1,000 00 $ 1,000 00 

300 00 325 00 

725 00 890 00 


S250Q 24500 

45 00 7500 

467 00 523 00 

100 00 150 00 


The statements prepared by the bookkeeper showed 
Net profit 

First year 11,215 00 

Second year 12,395 00 

Net worth 

At end of first year 86,215 00 

At end of second year 91,110 00 

Qimpute the adjusted profit for each year, and the adjusted net worth at the 
end of each year. 
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Questions 


J. Explain the following terms as applied to promissorj- notes: 

(a) Endorser. 

(b) Endorsee. 

(c) Unqualified endorsement. 

(d) Qualified endorsement. 

(e) Endorsement in full. 

(f) Endorsement in blank. 

(g) Restrictive endorsement. 

(li) Accommodation endorsement. 

(i) Contingent liability on notes receivable discounted. 

G) Discount period. 

2. lYliat is the purpose of requiring an endorsement on paper that is pa 3 'able to 
bearer? 

3. What is the purpose of the Notes Receivable Discounted account? 

4. Wliat transactions arc recorded in the following accounts? 


Notes Receivable 


19— 1 

i 

! 1 Ilf- : 


j 

Julv 

11 .\. Smith 

500 00 .Vug. 12 .V. Tillm.an 


200,00 


9, J. Griffin 

; 750 00, '2ll. I. Griffin 


750 00 


28; A. Tillman 

i 200 ooj ! 



.Vug. 

•Sj .T. P. Clark 

1 100,00] 1 , 




Notes Receivable Discounted 

“ ji9- ’ n T 

Aug. 21J. Griffin j j 750 00 .-Vug. 12, J. Griffin ! ' 7.50 00 

11 I i i 'm;J. P. Cbrk 100 00 

How should the facts shown by these accounts apirear in the balance sheet? 

6. Compute the proceeds of the following .$.3,000.00 notes: 




Rate of 



Time 

Intcre-t Date 

Hate of Discount 

Date of Note 

of Note 

on Note Di'counterl 

Charged by Bank 

(.a) .luiie 9, 1918 

6b da>-s 

June 15 

CM 

dd June 9, 1918 

GO d.a_v.'' 

o'c June 15 

G'-c 

(c) June 9, 1918 

2 rnontlH 

Juno 15 

G^h 

(d) June 9, 1918 

2 raontlis 

June 15 

era 


Problems — Group A 

Problem A-l. Make entries in jounial form to record the following trans- 
actions. 

(lal Feb. 3— DFcountcd our $.5,000.00, oO-d.ay note p.ayable at the b.ank. Di- 
count rate, 
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(lb) Mar 5 — Paid the abo\e note at the bank 

(2a) May 9 — Recen ed a 30-day, non interest note from Kurt Hudson, $3,000 00, 
to apply on account 

(2b) May 17 — Discounted the Hudson note at bank Discount rate, 6% ' 

(2c) June 8 — Hudson paid the bank for his note 

(3a) July 8 — Discounted at bank a 60-day, non interast note signed by Richard 
Coogan, dated July 1 Face of note, $5,400 00 Discount 
rate, 5% 

(3b) Sept 6 — Coogan dishonored his note and ne paid the bank 
(4aj Oct 7 — Discounted at bank a 60-day, 6% note dated October 3, for 
S7 500 00, received from Fred Wiitney Discount rate, 5% 
(4b) Dec 2 — ^VhItney paid his note at the bank 

(5a) Jan 16 — Discounted at bank a 60-day, b% note for $4,500 00, received on 
January 11 from Lester Madison to apply on account Discount 
rate, 7% 

(5b) Mar 13 — Madison dishonored his note and ne paid the bank the amount due 
together with a protest fee of $3 15 

(Ca) Apr 11 — Received a 30-day, noninterest note for $3,000 00 from George 
Anthony to apply on account 

(6b) Apr 17 — Transferred th« note to David Jubb to apply on account Dis 
count rate C% 

(6c) May ll — Anthony paid Jubb for the note due today 
(7a) June 19 — Received a 60-day, 0% note for $3,600 00 from Chester French 
to apply on account 

(7b) June 25 — Transferred this note to Martin Nelson to apply on account 
Discount rate 5 % 

(7c) Aug 18— French dishonored the note and we made payment to Nelson, in- 
cluding a protest fee of $2 85 

(8a) Sept 12 — IVe received from F D Victor, to apply on his account, a 30-day, 
non interest note signed by \evvton Harris, dated August 31 for 
$5,000 00 The note was taken at a discounted value, rate C% 
(8b) Sept 30 — Collected the above note from Hams 

(9a) Oct 15 — Charles Snowden was indebted to us on account in the amount of 
$8,000 00 He transferred to us a 60-day, 6% note for $7,000 00 
dated October 3 signed by Yates A. Peterson, which we took 
on a G% discount basis Snowden paid us the remainder of his 
account in cash 

(9b) Dec 2 — Yatea & Peterson dishonored the note, we presented it to Snowden 
who paid it in full 

Problem A-2 Record the transactions of Problem A-1 in the columnar cash 
books and journal provided in the laboratory matenal 


Problems — Group B 

Problem B-1 Make entnes in journal form to record the following trans- 
actions on the books of Snow and Hams 

Oct 13 — Jacob Snow sold merchandise to Rank Hams, $2,400 00, and received 
a 3CMiay, non interest note from Hams for the amount of the sale 
19 — Snow discounted the note at the bank, discount rate, 6% 

Nov 12 — Hams paid the note at the bank 
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Roblem Make entries in journal form to record the following tran-action^ 
on the books of Brennan and Ward. 

Dec. 19— Patrick Brennan sold merchandise to Samuel Ward. ?6, 000.00, and 
received a 60-day, 6*';; note from Hard for the amount of the sale. 

31 — ^Brennan discounted the note at the bank: discount rate, d'jT- 
Feb. 17— Ward dishonored the note. Brennan paid the bank the face of the note, 
the interest, and a protest fee of S2.S7. 

23— Ward gave Brennan a new 30-day, 0% note for $3,300.00, and paid 

Brennan the remainder of his indcbte<lncss in each. 

Problem. B-3. Make entries in journal form to record the following tran-actious 
on the books of Walsh, Voss, and Hartman. 

.Ian. 13 — ^Einil Hartman sold merchandise to Horner I'o.'S, .$4,500.00, and received 
a CO-day, non-interest note for the amount of the sale. 

24 — Peter Walsh sold merchandise to Emi! Hartman. $6,200.00. Hartman 

transferred to Wal-h the note which he had recei\-efi from \'o^s; 
Walsh took it on a 6% di«;coiint ba«:is. Hartman jwid Wald) the 
balance of the invoice in cash. 

Apr. 14 — ^Walsh collected the note from Voss. 

Problem B-4. Make entries in jounial form to record the following transaction^ 
on the books of Dempsey, Rogers, and Walton, 

May 16 — James Dempsey sold merchandise to B. E. Roaers. $2,400.00, and re- 
ceived a 30-day, G% note for the amount of the =ale. 

28 — David Walton sold merchandise to James De.mp=cy. $,3,400.00, and 
received the following: 

The Rogers note, which ho took on a discount basis. .A GO-d.ay, 
6% note for .$2,000.00, signed by Dempsey. Cash for the b.alance. 
June 15 — ^Rogers dishonored the note and Walton collected it from Dempsey. 

Dempsey collected $1,000.00 from Rogers. 

July 27 — Walton collected the $2,000.00 note from Dempsey. 

Problem B-5. Vlakc entries in joum.al form to record tlie following trans- 
actions on the books of Vance, Howard, and Fpencer. 

.\ug. 15 — Oliver A'ance sold merchandise to Richard Howani, .$3,000.00, and 
received How.ard’s CO-day, G9c note for the amount of the invoice. 

21 — L. H. Spencer sold merchandise to Oliver \ ance, •$4,SOO.OJ, anu received: 
The Howard note, wliich he took on a oFr dhcount b.c.-js. .A G0-<!ay, 
5% note for $1,500.00, signed by Vance. Ca-h for the balance. 
24— Spencer discounted both of the notes at the bank; di-cnimt ndc. Kl- 
Oct, 14 — Howard dishonored his note and Spencer paid the bank tlic iaec, (he 
interest, and a protest fee of .$1.92. 

15__Spcnccr collected from V.ance the amount ho paid the Iwnk for the 
dishonored Howard note. 

17 — VancG received from Ho^'nrd ne\^" oO-dsy, 6^ note for •. 2,{)(X).00 and 
cash for the remainder of the amount owed, 

20 — Vance paid his discounted note at the bank. 
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Questions 

1 A check is a bill of exchange Expbin this statement 

2 ^Tio are the parties to a bill of exchange^ 

3 Explain the following terms used in connection with bills of exchange 

(a) Drawer 

(b) Drawee 

(c) Payee 

(d) Acceptance (two meanings) 

(e) Commercial bill 

(f) Sight draft 

(g) Time draft 

4 What IS a trade acceptance’ 

6 Gne the procedure and entries of the drawer in the use of a two-party sight 
draft 

(a) For the collection of an account 

(b) In connection with a COD shipment 

6 Descnbc two transactions which might invohe the charging of an exchange 
fee a bank 

7 Descnbe two transactions which might inxoKe the charging of a collecti n 
fee b} a bank 


Pfoblems — Group A 

Problem A 1 Make entries m journal form to record the following trans- 
aftions 

(1) July 1 — Gai e our cheek to Rilx Allerton Company for S300 00 in payment 

of their account 

(2) Aug 5 — Issued a check for S4o000 m pajment of our account with St 

Johns Co At their request we had the check certified 

(3) Aug IG— Is«iied a check for S12o 15 to the Fourth National Bank for a 

ca®hier s check for S12o 00 made paj able to us We endorsed 
the check an 1 «ent it to Fort Dodg^ Products Co in full jiaj 
meat of our account 

(4) Aug 22 — Receded a bank draft from Gates 4, Martin for S20000 to apply 

on account 

(oa) Sept 2o — We drew a SCOOOO «ight draft on F R West payable to oursehes 

and left it with our b ank for collection 

(ob) Sept 29 — W e w ere informal by the bank that W est paid the draft and that 

our account bad been credited with the proceeds 3599 50 
(6) Oct 10 — Our bank informed us that it ba 1 rccened for collection a sight 
draft for $37o 00 drawn on us by Patterson Brothers to apply 
on account We instructed the bank to pay the draft and 
charge it to our account 
570 
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(7a) Nov. 17— Sold mcrclmndi.=o to Allen & Block for .?7G0.00; terms, sialit draft 
with bill of lading attached. The sight draft and bill of lading 
were left with our bank for collection. 

(7b) Nov. 20 — Received a notification from our bank that it had credited our 
account with •?759.00, the procced.s of the .Allen & Block draft. 

(S) Dec. 11— Our bank notiSed us that it held a S300.00 sight dr.aft drawn on us 
by 11 infield Company, with bill of lading attached IVc drew 
a check payable to the bank for the amount of the draft; after 
receiving the bill of lading from the bank, we presented it to the 
railroad and received the merchandise. 

(9a) Jan. 14 — P. N. Gleason has owed us S4.50.00 for several months. IVc drew 
a draft on Gleason tod.ay, payable to ourselves, 1.5 day.s after 
sight, for .?450.00, and mailed it to Gleason wth a request that 
he accept it. 

(9b) Jan. IG — The accepted draft was received from Gleason today. It wa.s 
accepted under date of Jami.ary 15. 

(9c) Jan. 2S — Left the Gleason acceptance at the bank for collection. 

(9d) Feb. 2 — Received notification from the bank that the Gleason accept.ancc 
had been collected and that our account at the bank had been 
credited with the proceeds, S440.50. 

(10a) Mar. 19 — Received a letter from llcnflcrson, Inc., requesting that we accept 
the enclosed draft for SCOO.OO, payable .30 days after sight, to 
• settle our overdue account. IVc accepted tlie draft and re- 
turned it to the drawer. 

(10b) Apr. 17 — Sent Henderson, Inc., a chock for .SGOO.OO in payment of our 
acceptance. 

(lla) Oct. 5 — Forest Hills Whoiesaie Co. bought .$,500.00 worth of mcrcliandi.sc 

to<lay. They are to accept the .30-day draft accompanying the 
invoice. 

(llb) Oct. G — Forest Hills 'Udiolesalc Co. returned tlie accepted draft: it is due 

30 ilays from date. 

(llc) Nov. 4 — Received Forest Hills Wliolesale Co.’s check for .$500.00 in pay- 

ment of acceptance due toiiay. 

(12a) Aug. 21 — Purchased .$900.00 worth of merchandise from Dorchester .Suftply 
Co.; terms, trade acceptance due 45 days after -ight. The 
merchandise was received and the draft was acccptci. 

(12b) Oct. 5— Issued our check for .$900.00 in pa>micnt of accoptatice held by 
Dorchester Supply Co. 

(13a) May 15— Sold $2,400.00 worth of merchandise to Cross A- Wells; tenns, 
lO-il.ay sight draft less 1^ discount. 

(13b) May 16 — Received the 10-tla\- acceptance from Cross A Wells. It is due 
Mav 25. 

(13c) May 17— Discounted the Cross A Wells acceptance at the bank. Discount 
rate, 09 c^ 

(13d) Alay 25— The bank infonned us that Cross A- Wells dishonored their ac- 
ceptance. due today. Wc paid the hank. 

(14a) Julv G— We drew a sight drMt on Lester Mark rwjuc^ting him to iviy 
$450.00 to Cook .Agency. Inc., to apjily on our liability to that 
companv. 

(14b) July S— Cook .Agency, Inc., notified us that Mark h.ad paid the draft 
dravm on liim. 

(15a) Aug. 10— W. W. Joucs presented a 45-<iny sight draft dravm on u= by D. J. 

Sickle, payable to Jones, for $350.00. We .accepted the draft. 
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(15b) Sept 24 — We Tiere notified by the bank that it held tor coJIection the 4S-day 
acceptance payable to Jones We instructed the bank to pay 
the draft and charge it to our account 

Problem A-2 Record the followup transactions m the columnar cash books 
and journal provided in the laboratory material, and make supplementary entnes 
in the note registers 

(la) Jan 15 — Received a 30-day, noo-intercst note for $1,000 00 from Henry 

Higgins to apply on account 

(lb) Feb 14 — Oillected the Higgins note 

(2a) Mar 6 — ^Issued a OO-day noninterest note for $1,500 00 to Gates Bros 
to apply on account 

(2b) May 5 — Paid the Gates Bros note 

(Sa) June 10 — Received a 30-day 6% note for $2 500 00 from John Holmes fo 
apply on account 

(3b) July 10 — Collected the Holmes note 

(4a) Aug 17 — Received a 30-day, non interest note from George White for 
$700 00 the amount of a sate today (Omit entry for sale 
but assume it has been made in the sales book ) 

(4b) Sept 16 — tVhite dishonored his not* due today 

(5a) Oct 10 — Issued a OO-day non interest note to David Davis for loOO 00, 
the amoual of a purchase today (Omit entry for purchase, but 
assume it has been made m the purchase book ) 

(6b) Dec 9 — We dishonored the David Davis note at maturity 
(6a) Jan 15 — Received a 30-day, non interest note for $1,000 00 from Henry 
Forbes to apply on account 

(fib) Feb 14 — Forbes paid only $300 00 on his note due today 
(7a) Mar 25— Received a 30-day 6% note for $1,200 00 from Frank Luce to 
apply on account 

(7b) Apr 25 — Luce paid us $700 00 on the principal of his note due today, and 
the interest and gave us a new C% note due in 30 days for the 
balance 

(7c) May 25 — Ollected from Luce the note received on April 25 
(8a) June 14 — Issued a 60-day 6% note to Duncan Dale for $2,500 00 to apply 
on account 

(8b) Aug 13 — Paid the interest on the Dale note and $1,500 00 on the principal 
and gave a new SO-day 6% note for the balance 
(8c) Sept 12'-Paid the Dale note gi\eii on August 13 

(9a) Oct 23 — Discounted our $5 000 00 60-day note payable at the First State 
Bank Discount rate, C% 

Zh.v AWiUtitlr 

(10a) Jan 3 — Received a 30-day, non mterest note for $2,000 00 from Fred 

Matthen s to apply on account 

(10b) Jan 9 — Discounted the Matthews note at bank Discount rate, 6% 

(10c) Feb 2 — Matthew s paid his note at the bank 

(11a) Mar 16 — Received a 60-day, 6% note for $6,000 00 from Robert Richardson 
to apply on account 

(lib) Mar 28 — Discounted the Richardson note at the bank Discount rate, 6% 
(11c) May 15 — Richardson dishonored his note We paid the bank the face of 
the note, the mterest, and a protest fee of $2 15 
(12a) June 19— Received a 30-day, 6% note for $2,400 00 from Theodore Wiley 
to apply on account 
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(12b) June 25— Transferred t!ie Wiley note to Invin Hall to apply on account. 
Hall took the note at a C>% discounted value. 

(I2c) July 19 — Wiley paid Hall for the note and interest. 

(13a) Aug. 22 We took from Luther Bums, on a G% discounted basis, to apply 
on account, a note for .$1,500.00 signed by Oscar Haines, dated 
August 16, due in CO days, and bearing o% interest. 

(13b) Oct. 15 — Haines failed to pay the note at maturity. 

(14a) Nov. 26— Drew a sight draft for $7.50.00 on Burton West and left it at the 
bank for collection. 

(14b) Nov. 29 — ^The bank reported that it had credited our account with $740. .50, 
the proceeds of the West ilraft. 

(15a) Doc. 22 — Day before yesterday wo drew a draft for $750.00, payable 30 day? 

•after sight, on Etlinond Blair, with a request that he accept it 
in settlement of his overdue account. The acceptance was 
received today; the accept.ancc wa.s flated December 21. 

(15b) Dec. 28 — Discounter! the Blair acceptance at the hank. Discount rate, 0(T- 

(15c) Jan. 20 — Blair paid his acceptance at the bank. 

(ICa) Feb. 14 — Sold merchandise on Februarj' 12 to Kenneth Vv'hitney, $000.00; 

tcmis, draft due 10 days from date of sale, with bill of lading 
attached, les.s l^o c.ash discount. (Make no entry for the sede, 
but assume that an entry has been made in the s.ales book.) 

. The acceptance was received today. 

(16b) Fob. 22 — Collected the Wlutney acceptance. 

(17a) Mar. 16 — Purchased .$750.00 of merchandise from Carl Brown; terms, 10-day 
draft le.ss 2%. (Make no entrj’ for the purcliasc.) We ac- 
cepted the draft. 

(17b) Mnr. 26 — Paid the Brown acceptance. 


Problems — Group B 

Problem B-1. Make entries in journal form to record the following trans- 
actions on the books of Dudley and Benton. 

Julj’ 13 — Forrest Dudley sold merchandise to G. P. Benton for $420.00. The term.s 
of sale were bill of lading attached to .‘^ight draft for the amount of the 
s.ale less 2% discount. Dudley shipix-d the goods today. 

15— Benton p.aid the sight draft at the bank, received the bill of lading, and 
obtained the goods from the freight depot . 

17— The bank informed Dudley that it bad credited his account with the 
proceeds of the draft, .$411.10. 

Problem B-2. I^Iake entries in journ.al form to record the following trans- 
actions on the books of Larson and Woodland. 

Aug. 7— Nels Larson sold merchandise to Charles Woodland for $675.00; terms, 
trade acceptance due 30 days after date. The goods were shipped 
todav. 

9_AVoodl.and received the merchandise. He received Larson’s draft in the 
mail. He accepted the draft and returned it to Larson. 

11 — Larson received the accept.ancc. 

Sept. 4— Woodland purchaseel a bank draft for $675.00 and scut it to Larson to 
pay the acceptance. The bank chargecl an exchange fee of $.25. 

6 — Larson received the bank draft. 
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Problem B-3 Make entries in journal form to record the following transactiojis 
on the books of Conrad and Sheppley 

Nov 14 — Erne't Conrad sold merchandise to Edward Shepplej forSDOOOO, terms 
30-daj acceptance ITic merchandise was delj\ered and the ac- 
ceptance was receded today 

1C — Conrad discounted the acceptance at the bank Discount rate, 6% 
Dec 13 — Fheppley paid the acceptance at the bank 

Problem Jfake entries in journal form to record the following trans- 
actions on the books of Barton and Northrup 

Jan fi — Paul Barton sold jnerchandise to G F Northnip for $75000, terms, 
acceptance due 30 dajs from date The merchandise was shipped and 
the draft was mailefi today 

7 — Northrup recened the merchandLse and accepted the draft 

8 — Barton recei\e'l the acceptance 

9 — Barton discountefl the acceptance at tlie bank Discount rate, C% 

Feb 5 — Vorthrup dishonored the acceptance, and Barton paid it 

Problem B-5 Make entries in journal form to record the following trans- 
actions on the books of Capper Houston and Lunt 

Mar 14 — Hiram Capper sold merchandise to Ralph Houston for $1^200 00, and, 
in accordance with the terms of sale, Houston accepted a draft due 
30 days from date 

19 — David Lunt sold merchandise to Hiram Capper for 51,450 00 la settle- 
ment, Capper transferred the Hou«ton acceptance to Lunt on a 6% 
discount basis and paid the remainder in cash 

22— Lunt discounted the Houston acceptance at the bank, discount rate, 4% 
Apr 13 — Houston paid the acceptance at the bank 

Problem B-6 Make entries in journal form to record the following trans- 
actions on the Iwoks of Abbott Davidson, and XViaston 

May 12 — Frank Abbott sold merchandise to George Davidson for 51,50000, terms, 
30-day sight draft The goods were shipped and the draft was mailed 
today 

13 — Davidson receiv ed the merchandise, and accepted and returned the draft 

14 — Ablwtt received the acceptance 

17 — ^Abbott transferred the acceptance to John Winston on a 0% discount 
basis to appl> on account 

June 12 — Davidson dishonored the acceptance and it was paid by Abbott 
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Questions 

1. A voucher system includes two features: 

(a) A voucher, which must be prepared before a disbursement can be made. 

(b) A voucher register. 

What benefits are obtained by the use of the voucher ami by tiic u=e of the 
voucher register? 

2. How does a voucher system permit the elimination of tlie accounts payable 
subsidiarj' ledger? 

3. If j'ou were designing a voucher system, how would you determine wliat 
debit columns to have in the voucher register? 

4. Why is it necessarj' to have a Sundn,- Accounts Debited section in the 
voucher register? When are the entries in this section postetl? When are all other 
entries posted? 

6. When a voucher system is used, what is the procedure: 

(a) When a purchase is made on account? 

(b) When a purchase is made for cash? 

6. Wiat is the procedure when a voucher is paid In- note? 

7. If, at the time a liability is incurred, it is known that it will bo paid in install- 
ments, what is the accounting procedure with a voucher system? 

8. Would you recommend the use of a voucher system if a company is in so poor 
a financi.al condition that its liabilities are usually paid in installmcnt'=? 

9. How are the following sit\iations handled when a voucher system is in use? 

(a) A voucher is partially paid. 

(b) Part of a purchase for which a voucher has been made is returned and 

credit is received. 


Problems — Group A 

Problem A-1. The general ledger accounts on page 57G are tube used in this 
problem. 

The transactions in the following list which arc marked with an asterisk have 
been recorded in the books of original entry in the laboratory material, "iou arc 
to complete the recording of the other tKUisaetioris in the books of (>ricinal entry, 
complete the footings of the books of original entry, post to the general Icrlger and 
the subsidiary accmuits receivable ledger, take a trial balance of the general Iciger, 
and prepare a schedule of vouchers payable and a schedule of accounts receivable. 

Unless otherwise stated, all sales arc made on the following terms: 2 10, n 30, 
f.o.b. destination. 
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Cash 

Accounts Receivable 
^.ote3 Receivable 
Deli\ery Equipment 
Store Fixtures 
l^ouehers Payable 
Notes Payable 
Capital Stock 
Sales 

Returned Sales and Allowances 
Purchases 

Returned Purchases and Allowances 
Freight In 
Store Rent 


Advertising 
Salesmen’s Salaries 
Freight Out 
Dehvery Expense 
Officers’ Salaries 
Office Salanes 
Office Supphes 
Postage 

Collection and Exchange 
Interest Income 
Interest Expense 
Discount on Purchases 
Discount on Sales 


Sept 1 — Issued 512,500 00 of capital stock to P D Angulo for cash, and 
$12 500 00 to J R Reidel for his 20 day , 6% note 
Paid Axel Wembaum store rent for the month, S2o0 00 
Discounted a S7 50000, 10-day note payable at the Western National 
Bank at 0% 

2— Purchased mercbaadi«e for cash from F F Smith, $4,690 00 
Purchased office supplies for casli from Oldham Supphes Co , $76 00 
Bought a half-ton delivery truck from Broi\n Motor Mart for cash, 

$1,160 00 

3 — Received merchandise purchased on account from R D IViUiams, 

$2,100 00 invoice dated September 2, terms, 1/10, n/30 
Received merchandise purchas^ from G Stone, $1,560 00, invoice 
dated September 2 We accepted a 15-day sight draft for $1,513 20 
the amount of the invoice, less 3% discount 

4 — ’Sold merchandise to D S House, $1,100 00, invoice 1, terms, sight 

draft v ith bill of lading attached for the amount of the invoice The 
documents were left with the bank for collection 

5 — Paid the A A A 0 Railway freight bills as follows 


Ireightin $32 20 

Freight out 27 20 


Received merchandise parebased on account from A M Henry, 
$525 00, mvoice dated September 4 Terms, 1/15 n/30 

6 — *Sold merchandise to C A Johnson, $900 00 Johnson is to pay the 
freight and deduct the amount thereof when making his remittance 
Purchased postage stamps for cash, SOT 00 Check issued to Post^ 
master 

We were notified by the bank that our account had been credited with 
$1,099 70, the proceeds of tiie House sight draft left with the bank 
on September 4 for collection 

8 — Purchased store fixtures from S S Green for $2,750 00 Gave Green 
a check for $1,000 00, and a 15-day, 6% note for the balance (Make 
a voucher register entry for the $2,7OT 00, record the settlement m 
the check register and journal ) 
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Sept. 9— ‘Issued credit memo 1 to C. A. Johnson for .550.00, for defective goods 
included in our shipment of September 6. 

Paid P. V. Lewis .?.55.10 for gas and oil for deliver^' truck. 

10— ‘Sold merchandise to 0. P. Xortli on account, .Sl,SOO.OO. 

— ‘cold D. S. House merchandise on account. .?!. 21.5.00. 

Gave 'ft estern National Bank a check for ST, 500.00 in payment of note. 

12 — Received merchandise purchased on account from L. L. Church. 

SS70.00; terms, 1 '10; n 30. Invoice dated September 10. 

13— ‘Sold merchandise to C. A. Johnson on account, .?500.50. 

Gave Western National Bank a check for 52,079.50 in jwyment for a 
bank draft in our favor, in the amount of 52,070.00. Th'i^; draft n.-vs 
sent to R. D. Williams in pajTiicnt of his mvoice of September 2, Ics^ 
1% discount. The 5.50 dMcrence bct\^cen tiie amount of the check 
issued and the amount of the bank draft purchased was e.vchango. 

15 — Issued check to the order of Pa%-roll to obtain funds for tlie following 
disbursements: 


Salesmen’s salaries $ 100.00 

Office salary 100.00 

Deliveryman’s wages 150 00 

16 — Received C. A. Johnson’s check for payment of invoice of September G, 
as follows: 

Sale 5900 00 

Less allowance . . 50 00 

Remainder . . . SSoO 00 

Less 25o discount _ 17 00 

Remainder .5533.00 

Less freight paid by Johnson 13 00 

Remittance 


Issued check to M. Henry in p.aMiient oi invoice of September 4, 
less 1% discount. 

Received notice from R. D. Williams that our remittance of September 
13 arrived too late to entitle us to the discount. 

‘Issued credit memo 2 to O. P. North, 530.00. on account of unsatis- 
factorj' merchandise included in the shipment of Scptcmi'cr 10. 

IS — Sent G. N. Stone a check for 51,513.20 in payment of our arccpt.ance 
due today. 

L. L. Church’s credit memo 16 for 527.50 received to apply on mer- 
chandise pimchased from him on invoice of September 10. 

19 — Received merchandise purchased from L. L, Church on account, 

5501.00; invoice dated September IS; terms. 2 10; n 30. 

20 — Paid L. L. Church for merchandise received September 12. le^s 

credit memo of -527.50, and less l9c discount. 

Received check from 0. P. North for invoice ot teptembor 10, as 


follows: 

Invoice 51,S00 00 

Less credit memo . . . 30 00 

Remainder 51,770 00 

Less 25c discount -- 35.40 

Remittance 
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Sept 22 — Received J R Reidel's check for $12,541 67 in payment of note due 
yesterday, with 20 days’ interest at 6% 

♦Sold merchandise on account to 0 P North, $1,500 00 
North accepted a 10-day draft, dated today, for this amount, less 2% 
Received check for $1,190 70 from D S House in payment of our 
mvoice of September 11 The discount period expired yesterday, 
since that was Sunday, we allow the discount 

23 — Received check from C A Johnson in payment of our invoice of 

September 13, less 2% discount 

Sent check to S S Green in payment of our note and interest due today 

24 — Cash sale of merchandise, $1,720 00 

•Issued credit memo to C A Johnson for $36 00, for defective merchan- 
dise included in sale of September 13 

25 — *Sale on account to D S House, $92000 

26 — Paid the Daily Mascot $52 50 for advertising 

Paid L L Church for invoice of September 18 less 2% discount 
Gave C A Johnson a check for $36 00 m payment of the credit balance 
in his account 

27— Received merchandise purchased on account from R S Jones, $200 30 

Invoice dated September 27 Terms, 2/10 d/30 

29 — Received merchandise purchased on account from R D Williams, 

SS5000 Invoice September 25 Terms, 1/10, n/30 
Paid A & A 0 Railway as follows 

Freight m $40 00 

Freight out 45 00 

30 — Paid salaries and wages as follows 


Ofliccrs 

Oflice 

Salesmen 

Deliveryman 


$400 00 
100 00 
400 00 
150 00 


Problem A-2 Record the following transactions in the books of onginal entry 
provided in the laboratory matenal accompanying the text 
The following general ledger accounts are to be used 


Cash 

Accounts Receivable 

Notes Receivable 

Notes Receivable Discounted 

Delivery Equipment 

Store Fixtures 

Vouchers Payable 

Notes Payable 

Capital Stock 

Sales 

Returned Sales and Allowances 
Purchases 

Returned Purchases and Alfowrances 
Freight In 


Store Rent 
Advertising 
Salesmen’s Salaries 
Freight Out 
Delivery Expense 
Officers Salanes 
Office Salaries 
Office Supphes 
Postage 

Collection and Exchange 
Interest Income 
Interest Expense 
DBCounC on Purchases 
Di'scount on Sales 
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After ■nriting up the transactions in the books of original cntrj" 

Post to the general ledger and the accounts receivable ledger. 

Take a trial balance of the general ledger. 

Prepare a schedule of the accounts receivable. 

Prepare a schedule of the vouchers paj-able. 

Jan. 1 — Issued .$.5,000.00 of capital stock to M. L. Goldsmith for cash. Received 
from John Eastman Ins 30-d.ay, G% note for .$5,000.00; issued capital 
stock to him of that p.ar r-alue. 

2 — Purchased merchandise on account from J. A. Bartlett ifc Co., $720.00; 

invoice Xo. K4S, dated today; terms, 2/10; n/30. 

Purchased from the Eastern Equipment Company a delivery truck, 
$1,300.00, and store fixtures, .$700.00; gave a 20-<iay, G% note. 

P.aid Gratz Ser\-icc Station $21.14 for gas and oil for delivery truck. 

3 — Purchased merchandise on account from J. B. Blackburn, $220.00; in- 

voice No. 1432, dated Janu.ara' 2; terms, 20-day draft. Accepted the 
draft, which is due Januarj' 23. 

Sale on account to Chas. Hollister, invoice Xo. 1, $500.00, terms, 2 10; 
n/30. (Unless otherwise specified, all sales are made on the.'e terms. 
You may assume that invoices are numbered consecutively.) 

4 — Paid Western Advertising ScrAdee .$S2.00. 

5 — Purchased merchandise from C. 0. Henderson for c.asli, .$325.00. 

Sale on account to Frank Miller, $325.00. Miller accepted a 10-day 
draft for $31S.50 in settlement of this invoice. 

Discounted the Miller draft at the bank; discount rate, 6%. 

0 — Paid Jones Realty Company rent for Janunr>', $175.00. 

Purchased merchandise on account from Boyle & Co,, .$410.00; invoice 
Xo. R142, dated Januar.* 7. We signed a 30-day, 0% note for $410.00 
in settlement of this purchase. 

S — Paid Dalton Railroad freight in, $27.30, and freight out, $16.45. 

Sale on account to Paul Rose, $450.00. 

10 — Paid $10.00 for postage stamps. Check made payable to Postmaster. 
Paid J. A. Bartlett J: Co. for invoice of January' 1, less 2'^q. 

S.ale on account to Frank Miller, $415.00. Miller accepted a 15-day, 
G% draft for the face of the invoice. 

11 — Purchased merchandise on account from C. H. Bulger, $325.00; invoice 

Xo. 47, dated today; terms, 2, 10; n 30. 

12 — Paid Westeni Printers $31.25 for stationer}'. 

13 — Chas. Hollister paid our invoice of Januar}' 3, less 2%. 

Sale on account to Paul Rose, $245.00. 

Returned uns;\tisfactor}' merchandise to C. II. Bulger and received his 
credit memo Xo. 12 for $17.50. 

Paid Alilwaukee Railroad freight in, $12.00 and freight out, .$$.30. 

15 — Purchased merchandise on account from D. E. Mathews, $57.50; invoice 
Xo. 14S, dated today; terms, net 10 days. 

Issued a check to P.ayroll for the following salaries; 


S.alcsmen. - $310.00 

Dclivcrs'nian 140.00 

OfTice 120.00 

Officers 250.00 


Total $$20.00 
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Jan Jo— The Merchants Bank informed us that it was unable to collect the MiDer 
draft due toda% which we dis(»imted on January 5 We therefore paid 
the bank the face of the draft, $31850, plus a protest fee of $125 
Miller w as allowed a discount of $6 50 when he accepted the draft 
Issued credit memo to Paul Rose for $47 50 on account of damag&l 
merchandise included in sale of January 8 
Cash sale, $110 00 

16 — Discounted our 30-daj note pasable for $2,000 00 at Merchants Bank. 

The discount rate w as 6% 

17 — Cash purchase of merchandise from B L McGuire, $200 00 
Purchased merchandise from J B Blackburn, S490 00, imoiceNo 1452, 

dated January 16 We paid Blaekbum S290 00 on account and gase 
a 10-daj , 6% note for the balance, $200 00 
Paul Rose paid our invoice of January 8 less credit of January 15, and 
less 2% tkscount 

18 — Sale on account to Chaa Hollister, $314 00 

Purchased merchandise from Edward Reilly, $825 00, mvoiceXo KX12, 
dated January 17 terms, 2/10, n/30 
Paid Grata Service Station $8 20 for gas and oil 
20 — Purchased office supplies on account from Umsersal Supplj Co , $28 25 
Paid Milwaukee Railroad $14 50 for freight on goods purchased from 
Edward Reilly on JanuaT> 18 This is chargeable to ReiUy 
Paid C H Bulger for purchase of Januar> 11, less return of January 13 
and less 2% cash discount 

22— Paid Eastern Equipment Company the note due today 

Face of note $2,000 00 

Interest at 6% for 20 days 6 67 

Total $2 006 67 

Paid Daily Tnlruiu $17 30 for advertising 

23 — Receised credit memo No 22 from Edward Reilly for merchandise re 

turned todaj , $48 25 Tins applies against his mvoice EX12 
Paid D E Mathews for purchase of January 15, $57 50 
Paid the Blackburn draft due today 
Cash sale, $75 00 

24 — Purchased merchandise on account from Howard Company, $510 00, 

im Dice No 328, dated January 23, terms, 2/10, n/30 
Pale on account to Frank Miller, $190 00 
2.^P-rank JiliUer.naid his $415 00 acceptance due today., together with mtere«t 
in the amount of $1 04 

Part of the shipment received from D E Mathews on January 15 was 
returned todaj, and we received his credit memo Iso X17, $13 75 
Inasmuch as we ha\e paid for this merchandise, the credit memo was 
accomparaed by a check m the same amount 
Paul Rose paid our invoice of January 13, less 2% He also deducted 
$4 25 for freight paid bj him We inform Rose that, masmucb as the 
discount period has expired, we cannot allow the deduction of the dis- 
count The bank charged $ 15 exchange on the check. 

Issued credit memo to Frank iliUer, $81 00, for unsatisfactory merchan- 
dise sold him on January 10 
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Jan. 26 — ^Purcha'-ed merchandise on account from D. E. Mathcu=, .$-12.1.00, invoice 
No. K181, dated toda 3 " tcrm=:, 2/10; n, MO. 

Sale on account to Paul Ro-e, .$218.00. 

27 — Paid the Blackbuni note due todaj’: 

Face of note $200 00 

Interest for 10 daj-*- at 33 

Remittance $200 33 

This remittance was made hy bank draft, for v.hicli the Merchants Bank 
charged us .$.25. We pave the bank a check to paj' for the draft 

Chas. Hollister paid our invoice of .January IS, Ic-- 2%. 

Received Paul Rose ? check for the discount taken in error on Januarj" 2.5, 
Purchased merchandise from Boj'ce Corporation for cash, .$82.25. 

Paid Edward Reillj’ as follows. 


Invoice, .Ian IS $$2,5 00 

Return, Jan. 2.3 IS 25 

Balance. $770 7.5 

IjCss 2/0 cash discount 15 .5-1 

Net $701 21 

Less freight paid for Redly 1 1 .50 

Remittance $ 710 71 

29 — Sale on account to Chas. Hollister, $385.00. 

30 — Paid salaries as follows: 

Salesmen $310.00 

Dcliverj'man . 110 00 

OfTicc 1 10 00 

Officers 2.5 0 00 

Total . . -$ ^10 00 


Cash sale, SOI. 50. 

31 — Purchased merchandise on account from Mcber and Fields, -$1S5.00; 
invoice No. 714, dated Januars- 29; terms, 2 10; n ,30. 
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Questions 

1. Define a partnership How is »t created^ 

2. Name the accounts used to record the following matters. 

(a) Capital investments of 

(i) An individual proprietor 

(ii) Partners 
(ui) Stockholders 

(b) Withdrawals of profits by 

(i) An individual proprietor 

(ii) Partners 
(ill) Stockholders 

3. State the differences in procedure of closing the books of 

(a) An individual proprietorship 

(b) A partnership 
(e) A corporation 

4. James Dudley is m business as an individual proprietor He takes mer- 
chandise from the store for his personal use The merchandise cost $100 00, and 
he has marked it to sell for $15000 What entry should be made? 

6. ^Vhat IS one of the chief disadvantages of a partnership as compared with 
a corporation? 


Problems — Group A 


Problem A-l. Following is the trial balance of A F Waltz as of June 30, 19 — 


Advertising 
Accounts Payable 
Accounts Receivable 
Cash 

Collection and Exchange 
Delivery Equipment 
Delivery Expense 
Discount on Purchases 
Discount on Sales 
Freight In 
Freight Out 
Insurance 
Interest Expense 
Interest Income 
Inventory (June 30, 19—) 
Mortgage Payable (6%) 
Notes Payable 
Notes Receivable 
Notes Receivable Discounted 
Office Expense 
Office Salanes 


250 00 

1.786 90 
10,004 96 
18 18 
4,200 00 
212 00 

142 00 
140 00 
98 00 
312 00 
92 85 

11,000 00 


30100 


158 12 

1,500 00 
1,300 00 

300 00 
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Purchases 11 227.73 

Reserve for Bad Debts ’ IS*’ 00 

Reserve /or Depreciation — Dclivcr 3 ' Eriuipiiient . , . . 1,200 00 

Reserve for Depreciation —Store Equipment Too'oo 

Returned Purcha'es and .Mlowanres ... 312 00 

Returned Sales and -VIlow ances 310.00 

|ajcs... ... .. . IS, moo 

balesmen s balancs , 400.00 

Store Equipment 3,8.50.00 

A. F. Waltz, Capital 10,000.00 

A. F. Waltz, Drawings 400.00 


40,35.3.12 4 0,3.53.12 


The inventor}' on June 30 was .$S,G12.00. 
Adciiti'onai facts: 


Accrued intcre..;t on notc-s receivable 

S 51.0)0 

Accrued intere...t on notes pavable 

Accrued wages: 

19.G0 

Office clerks ... . 

200.00 

Salesmen 

175.00 

Deliverymen . . 

,38.00 

Interest collected in advance 

3.12 

Prepaid interest on notes pavable 

12.GS 

Une.xpircd insurance. . 

284.00 

Accrued interest on mortgage. 

15.00 

Annual depreciation rates are as follows: 


Delivery equipment 

20^c 

Store equipment. 

12!8'~f 

Increase the reser\’e for bad debts by a credit equal to K of 1% of the net sales. 

You are to prepare: 


(a) Adjusting entries. 

(b) Working papers. 

(c) Statement of profit and loss. 

(d) Statement of proprietor's capitaL 
(c) Balance sheet. 

(f) Closing entries. 


Problem A-2. The laborator}' material contains 
following account balances on December 31 : 

a ledger sheet showing the 

0. B. Duncan, Capital 

.?20, 000.00 

0. B. Duncan, Drawings 

53,000.00 

C. D. Smith, Capital . . 

17,500.00 

C. D. Smith, Drawings 

2,800.00 

Profit and Loss (net income for the year) 

7,980.00 


Profits are shared in the ratio of -3 to Duncan and J 3 to Smitli. 

Prep.are and post joum.al entries to complete the closing of the hooks. Bring 
dotvn the new balances in the Capital accounts. 


Problem A- 3 . The laborator}- m.atcrial contains a ledger sheet with .account 
balances on December 31 as stated on page 5S4. 
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Tim Murphy, Capital $ 30,00000 

Tim Murphy, Drawings $2 500 00 

Joe Maloney, Capital 25 OOO 00 

Joe Maloney, Drawings 2,000 00 

Profit and lisa (net income for the year) 12 500 00 

Profits are divisible as follows 

Interest on capital ludances at 6% 

Salaries 

Murphy $4,000 00 

Maloney 3 000 00 

Remainder cquallj 

Piepare and post journal entnea to complete the dosing of the books Bring 
down the new balances in the Capital accounts 

Problem A~4 The laboratory material contains a ledger sheet showing the 
following account balances on December 31 


L B Ilarnson Capital 

$25 000 00 

L 0 Harrison, Oramogs 

SiOOD 03 

D F Riley Capital 

25,000 00 

D F Riley, Drawings 

3 000 00 

ProfitandLosa (net income for the year) 

8,500 00 


Prepare and post journal entries to complete the closing of the books ProSts 
are divisible as follows Salaries — Hamson $6000 00, Riley, $4,000 00, balance 
equally 

Bring doivn the new balances m the Capital accounts 
Problem A-S Martin and Stone agree to divide profits as follows 
Salaries 

Martin $6,000 00 

Stone 4,000 00 

Interest on average capitals at 6% per annum 
Remainder equally 
Their Capital accounts appear below 




Compute the average capitals of the partnera, and prepare journal entnes to 
divide the $16 280 00 profit 
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Problems — Group B 

Problem B-1. Cole, Dorman, and Paine arc partners. Their Capital account.'; 
for 1949 apjre.ar belon'; 


1949! 

Oct. 


lo; 


Ralph Cole, Capital 
Y 19 IS ~ 

I 2,llo0a.Dcc..3T 
' , '1919 ; 

r I -Tune 13' 


15,2So'o9 

i 

4,150 0(1 


James Dorman, Capital 


1943 

3 

i 10 iS 

< 

.Mav 

3’ 

9I>5 00 Deo.'3l' 

1 

Aug. 

1 

V 1,245 00'1919' 

] N'ov. 10 

1 

i 


J. L. Paine, Capital 


19,500 OO 
3,875|00 


1949 

1 [ 

1 194S. . 

! 

1 ! 

Fcb.i 

s' 

1 . 405,03 Doc. 31. 

1 

17,600 

May 

il3‘, 

1 > 3S5 00' ; 

1 

1 * 

Doc. 

!i2i 

' 1 205,00. I > 

5 



00 


Make journal entries to divide the .$14,280.0') profits under the loliowinR 
agreements; 

(a) Profits are to be divided equally. 

(b) The first $9,000.00 of profits arc to be divided in the ratio of 5, 4, and 3, 

and the remaining profits are to be divided equally. 

(c) Profits arc to bo divided in the ratio of the partners’ capitals at the 

beginning of the year. 

(d) Profits are to be divided in the ratio of the partners’ capit.als at the end 

of the year. 

(e) Profits are to be diidded in the average capital ratio. 

(f) Interest at 6% is to be allowed on partners’ capitals at the beginning of 

the year, and the remaining profits are to bo diuded equally. 

(g) Interest at 6% is to be allowed on partners’ average c.apita!.*;, and the 

remaining profits are to be divided equally. 

(h) Remaining profits are to bo divided in the rat’o of 5, 4, and 3, after 

crediting the partners with salaries of .$4,000.00 each. 

(i) Remaining profits are to be divided equally after allowing salarie.s as 

follows: 

Cole . . ?T.500.00 

Dorman. . . 0,. >03.00 

Paine .>,5(X).01 

Also prepare a statement showing the portion of the $14,280.00 jirofit 
received by each partner. 

Problem B-2. The Profit and Ix)ss account of the firm of Byron, Xcl.‘;on, and 
Paige .shows a net loss of .$3,950.00 for the year. The Capital account balances at 
the beginning of the year are shown on the following page. 
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0 E Byron 
P R Nelson 
G F Paige 


S30 000 00 
20 000 00 
15 000 00 


The articles of partnership provide that the partners shall share annual profits 
equally after allowing interest at 5% on opening Capital account balances and 
after crediting the partners with salaries as follows 


Nelson 


$8 000 00 
6 000 00 
4 000 00 


Prepare journal entries to close the Profit and Loss account and a statement 
showing each partner s net participation 
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Questions 


1. How may a change in the personnel of a partnership be caused? 

2. If a partner is to withdraw; 

(a) Wliy should the books bo clo«ed? 

(b) Why may it be proper to rc\'ise the valuations of the fixcfl assets? 

(In answering this question, assume that the fixed assets are carried 
at cost in the fixed a^set accounts, and that the depreciation re- 
serves have been computed properly.) 

3. If the valuations of partnership assets are reused at the time of a change in 
the firm's personnel, how should the increase or decrease in valuation be divided 
among the partners? 

4. If a partner retires and is not paid in full immediately, should the unpaid 
balance be left in his Capital account? Give a reason for j-otir answer. 

6. What entry’ should be made to record the admission of George HofTinan into 
the partnership of Gates, Robins, and Holmes: 

(a) If Hoffman invests $2.5, 000.00 in cash? 

(b) If Hoffman p.ays .$2.5,000.00 to Max Robins to buy his $20,000.00 

interest in the firm? 

6. Why is it imperative to divide all profits or losses between the partners before 
distributing any assets to them when a partnership is dissolved? 

7. A partnership’s books show the following liabilities and partners' capitals: 


.\ceount.« Payable.. $15,000.00 

J. P. Oliver, Loan 0,000.00 

F. R. Tuttle, Capital 20,000.00 

J. P. Oliver, Capital 25,000.00 

Total $00,000^ 


All the assets have been sold for $00,000.00, and this anmunt is on hand in aad). 
Losscs on the dispo.sal of the a.'^sets have not been charged to the partners. How 
should the cash be paid out? 


Problems — Group A 

Problem A-1. Following is a trial balance of the lodger of Moore. Smith, and 
Foster, a partnership, on December 31, 10—: 


Cosh 1,520.00 

Accounts Receivable 15,019.00 

Inventory {.lanunry 1, 19 — ). 12.t00.00 

Furniture and Fixtures 2,200.00 

Rc.sen'c for Depreciation — Furniture and Fixtures 3.30.00 

Delivery Truck . . . ■ . l.oOO.OO 

Rcscn’c for Depreciation — Delivery Truck 425.00 

587 
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Good^iill 

Accounts Payable 
Notes Payable 
K L Moore, Capital 
Frank Smith, Capital 
James Foster, Capital 
K L Moore, Drawings 
Frank Smith, Drawings 
James Foster, Dra« mgs 
Sales 

Sales Returns and Allowances 

Purchases 

Salesmen’s Salaries 

Delivery Fxpense 

Insurance 

Taxes 

Office Expense 
Interest Expense 
Discount on Purchases 


The inventory at the trial balance date was $5,025 00 
Frank Smith invested $5,000 00 on February 1 The other Capital accounts 
remained unchanged throughout the year 

The partnership agreement provided that the profits be shared as follows 

(1) Interest to be allowed partners at 6% per annum on their Capital account 

balances at the beginning of the year 

(2) Smith and Foster to be allowed salaries of $2,400 00 and $3,600 00, 

respects ely, for their active management of the business 

(3) The remainder of the profits to be shared in the following ratio Moore, 

40%, Smith, 40%, and Foster, 20%. 

Prepare 

Working papers 
Statement of profit and loss 
Statement of partners’ capitals 
Balance sheet 

Problem A-2 The Capital accounts of Benson, Kellogg, and Kent appeared 
as follows on December 31, 19 — . 

Debits Credits 

Benson 

. $3,000 00 

2,600 00 

$500 00 

2,262 50 


Balance, January 1 
Apnl 1 
July 15 
September X 



Kellogg 


Balance, January 1 
February 1 
May 1 
July 1 
December 1 


85,000 00 

$300 00 
500 00 
250 00 

1,000 00 
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Kent 


Balance, Januarj- 1 
February 1 . . 
June 1 . . . 

Auguit 1 
October 15 . 


?20t) 00 

S3, !00 00 
3,000 00 

300 00 

1.200 00 


Profits for the j^ear amounted to .$25,000 00, to be ditncied as foUovrs 

6% interest on the average capital balances. 

Salary of $5,000.00 to Kellogg. 

Remainder equally. 

Prepare a statement of the partners' capitals. 


Problem A-3. The net worth on June 30. 19 — of Bell and Sons, a p.artncr.=hip, 
is represented by the following balances m the Capital accounts 

James Bell, Sr ?2 1,0J0 00 

Henrj- Bell 20,000 00 

James Bed, Jr 20,000 00 

The only asset of the finn is an investment in real estate. There are no lia- 
bilities. 

The Hurd Corporation agrees to buy the a='-ots of Bel! and Sons for $100,000 00 
in cash, after which the partnership is to bo di-sohod Gi\c tlic entries ncccs'aiy 
to record the sale of the real estate and the dissolution of the partnership. 


Problem A-4. Following is a trial balance of the books of Pelly, Stone, and 
Courtney, a partnership, on Juno 30, 19 — : 

Cash 7,300 00 

Accounts Receivable .... . 1 7,300 00 

E. Pelly, Capital 
J. R. Stone, Capital . 

Frank Courtney, Capital 

25.00000 

Courtney decides to withdraw from the partnership and it is agreed that ids 
interest shall be disposed of as follows; 

One fourth of his interest to J, R. Stone for $1,000.00. 

One half of his interest to E. Pelly for $8,000.00. 

One fourth of his interest to the partnership for $4,000.00. 

Prepare the journal entries to be placed on the partnership books to record 
this transaction. 


3,000 00 
10,090 00 
10,000 00 
25,000 00 


Problems — Group B 

Problem B-1. A trial balance of the books of Jones. Broun, and Smith, a 
partnership, on December 31, 19 — appears on page 590. The nomin.al account- 
have been closed for the year, but no entries have been made distributing the jirofits 
to the partners. 
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C&sli 515 00 

Accounts Receivable 11,32100 

Reserve for Bad Debts 490 00 

Notes Receivable 4,200 00 

Notes Receivable Discounted 2,800 00 

Inventory {December 31, 19 — ) 15,150 00 

Delivery Equipment 2,000 00 

Reserve for Depreciation — Delivery Equipment 400 00 

Store Equipment 800 00 

R eserve for Depreciation — Store Equipment 120 00 

Accrued Interest on NotesReceivahle 38 00 

Accounts Payable 2,215 00 

Notes Payable . 2,000 00 

John Jones, Capital 6,000 00 

Henry Brown, Capital 6,250 00 

Frank Smith, Capital 6,500 00 

John Jones, Drawings 800 00 

Henry Brown, Drawings 280 00 

Frank Smith, Drawings 310 00 

Profit and ______ 8,139 00 


34,914 00 34,914 00 


Profits are to be divided equally 

During the year the followiog additional investnicnts were made and credited 
to the Capital accounts John Jones, $500 00, Henry Brown, $50000, Frank 
Smith, $750 0 0 

Prepare 

Entries to complete the closing of the books 
Statement of partners’ capitals for the year 
Balance sheet on December 31, Id — 


Problem B-2. Following is a trial balance of t!>c books of Reed and Son, a 
partnership, on June 30, 19—. 


Cash 

Accounts Receivable 

Reserve for Bad Debts 

Inventory 

Land 

Buildings 

Reserve for Depreciation — Buildings 
Accounts Payable 
Frank Reed Capital 
John Reed, Capital 


500 00 
3,250 00 

125 00 

5,610 00 
4.900 00 
3,840 00 

765 00 
450 00 
9000 00 
7,760 00 

18 100 00 18 100 00 


Henry Lyons was admitted as a partner, and fi uew partnership, known 
Reed and Lyons, was formed on the following terms 

(1) The assets of the old partnership were valued as follows 


Accounts Receivable 

Inventory 

Land 

Buildings (adjust by an entry in the reserve; 


$3,000 00 
6 500 00 
5,500 00 
3,300 00 
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(2) Lyons contributed §10,000.00, as follows: 

. §5,000 00 

30-day, non-intere-t note . 2,500 00 

xlccounts receivable, of a face value of §3,000 OO, 

valued at . . 2,.100.00 

Adjust the valuation of the accounts receivable bv creatine a reserve. 

(3) John Reed and Frank Reed contributed sufficient caffi to brine their 

Capital account balances to SIO.000.00 each. 

Prepare the journal entries to record these transactions, and prepare the opening 
balance sheet of the new partuersliip. 


Problem B-3. Three partners who di\-ide profits equalh' have the following 
Capital account balances: 


J. P. Seifert 
A. A. .\tkins 
L. D. Holley 
Total 


§ §,.500 00 
S,500 00 
10,81.5.00 
.?2’.Si5 00 


D. T. Culbertson is to be admitted to the partnership on the following temas: 

(1) Holley is to withdraw ?S15.00 in cash, and Seifert and .A.tkin' are to make 

cash payments to him from personal funds to compensate him for trans- 
ferring from hts Capital account to theirs, amounts sufficient to adjust 
all Capital accounts to balances of §9,000.00. 

(2) The Inventorj- and Land accounts on the partnersliip bonks are to be 

increased §1.200.00 .and §4.800.00. rcspoctively. 

(3) The tliree partners are to be allowed goodwill totalms §7,200.00. 

(4) Culbertson invests in cash an amount sufficient to gu'e him a one-fourth 

interest in the total capital. 

Prepare journal entries to record these facts and submit a statement of the 
partners’ capitals. 


Problem B-4. Following is the balance sheet of a partnership: 


WILSOK, JOH^'SO^^ AM) BAKER 
Balance Sheet 
October 31, 19 — 

Assets 

Cash 

Accounts Receivable 

Kotos Receivable • • 

Inventnrj- (at cost) 

Unexpired Insurance. . . . ■ - 


§ 1.5.000 00 
32,700 00 
5,000 00 
45,400 00 
300 00 
^01.400 00 


linWities artj '%'crth 

.Accounts Payable 
IVibon. Capital.. 

Johnson, Capit-ol 

Baker, Capit."!! 


$ 15,00*5 00 
20, COO on 
37.4TO (50 
2 ? OOO OO 


SlOI.iWOO 
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The P Company purchases the firm’s non cash assets assumes its liabilities, 
and pays the partners S75 000 00 in cash All cash is distributed to the partners 
Profits are divided equally 

Prepare entries in journal form to record these transactions 

Problem B-6 The capital balances of three partners, after the closmg of the 
books on September 30, are as follows 

Potter 
De Paul 
Lester 

Profits are divided equally 

Potter buj s 60% of Lester’s interest for $21,000 00, and the firm pays Lesfer for 
his remaining interest on the same basis Draft the entries (m journal form) to be 
made on the partnership books 

Problem B-6 The partnership of A, B, and C, who share profits equally, 
closed its books on December 31, their accounts on that date had balances as 
follows 


$20 000 00 

25.000 00 

30.000 00 


X, Capital 
B Capital 
C, Capital 
C, Loan 


$8 000 00 
6000 00 
2,000 00 
600 00 


The partnership went into hquidation All its assets were turned into cash, 
and losses ere charged to a Loss on liquidation account For each of the following 
cases, prepare a statement imth columns as follows 

A, Capital B, Capital C, Capital C, Loan Total 

£nter the December 3l8t balances, show deductions for the loss on liquidation, 
show an> transfers from C’s Loan account to bis Capital account, and show the 
amounts paid to each partner as a distribution of cash on hand 

Case 1 Loss on liquidation, $3,000 00, cash to divide, $13,500 00 

Case 2 Loss on liquidation, $6,600 00 cash to divide, S9,900 00 

Case 3 Loss on liquidation, $8,100 00, cash to divide, $8,400 00 



ASSIGNMENT MATERIAL FOR CHAPTER 18 
Questions 


^ Corporation was organized with authorized capital stock of -$100,000.00 
divided into 1,000 shares of $100.00 par value each. Half the .stock was .=o!fi at 00, 
and the following entry was made: Debit Cash and Credit Capital Stock' 
.$45,000.00. 

Have you any criticism of the abov'e entr^'? How would j-ou have recorded 
the facts? 

2. Wiat would be the journal entries pertaining to 1,000 shares of stock, 
$100.00 par value per share: 

(a) T\1ien the stock is authorized? 

(b) AVhen subscriptions are received? 

(c) AAHien subscriptions are collected in full? 

3. 500 shares of $100.00 par value stock are sold at 97 for ca.=h. Give the 
journal entrj' to record the sale. 

4. AAliat basic rights does the ownership of shares of stock confer upon a stock- 
holder? Are these rights always enjoyed proportionately by all cla.«scs of stock- 
holders? 

6. George Wilson owns a certificate for ten shares of stock in Tlie A' Corporation, 
and sells five shares to Frank Craig. Describe how these share.s arc transferred by 
Wilson and how the transfer is recorded on the books of the corporation. 

6. On the books of a corporation xHth no par value stock, what account will 
show the total amount of stock authorized? AVTiat account nill show the total 
amount of stock issued? 

7. TAHiat entr}'' should be made to record the authorization of 1,000 shares of 
no par value stock? AAHiat entrj’ should be made to record the sale of COO of the.=c 
shares at $75.00 if no portion of the proceeds is to be regarded as paid-in surplus? 
How should the net worth, after the sale of these shares, be shown in the bal'.ncc 
sheet? 


Problems — Group A 

Problem A-1. Homer Bradley and Isaac Morton organized the Braton Cor- 
poration on September 1, 19—. The authorized capitalization cond.^ted of 1,000 
shares of common stock of $100.00 par value per share. 

Homer Bradley operated a store; his balance sheet on August 31 was as follow.': 


HOMER BRADLEY 
Balance Sheet 
August 31, 19 — 

Cadi S 3,265.00 jVccount"! Payable . $ 6,2So.0() 

Accounts Receivable 13,650.00 Iloracr Bradley. Capita! . . . 31,901.00 

Inventory 21,275.00 

$35,190.00 $.35,100 OO 

593 



594 


ASSIGNMENT MATERIAL— CHAPTER 18 


Bradlej £ub=cnbed for 350 of stock at par, in settlement of his sub- 

Bcnption, he w as to transfer to the corporation the net assets sJ omi by the preceding 
balance sheet afWr creating a resene for bad debts of $1 000 00 and to pa\ the 
remainder in cash 

Isaac Morton owned real estate Euitable for a store building he subscribed for 
300 shares pai-ment to be made bj transferring the propertj to the corporation 
at the following valuations 

Land S oOOOOO 

Building 2oOOOOO 

Bradlei and Morton subscribed for their stiares on September 1, and transferred 
the assets to the corporation on September 15 

Subscnptions were received from two other men on September 1, as follows 

Fred Catron 100 shares at 110 

Herbert U aJton 150 shares at 110 

Catron and tValton paid half their subscriptions on September 1, and the 
remainder on September 15 

No stock was issued until 8ub«cnptions were collected in full 
Prepare entries m journal form to record all these fact? and prepare the balance 
sheet of the company on September 15 

Problem A and B orgamzed the A B Compan\ on June 1 with an author 
ized capitaliiatiCD of 2000 shares of no par salue common stock The state m 
nluch the compant was incorporated allowed a poTtion of the proceeds of the sale 
of stock to be credited to a surplus account It wa« agreed that $o000 of the 
issuing price of each share should be regarded as fixed capital 

A Bubscnbed for 500 shares of stock at $60 00 per share to be paid for as follows 
250 shares to be paid for immediate!} bv the transfer of merchandise to the corpora 
tion, and the remainder to be paid for on Jul} 1 tn cash 

B also subscribed for 500 ^ares at SCO 00 per share to be paid for unmediatel} 
in ca«b 

Prepare entries m journal form to record the June 1 transactions and submit 
the net worth section of the comjjan% s balance sheet a® of that date 

Prepare journal entries to record the Jul} 1 transaction and submit the net 
worth section of the compani s balance sheet as of that dale 

On December 31 the books wctc closed and the net profit was found to be 
$6 000 00 On that date, 100 shares of stock were sold to C for $70 00 per share 
Submit the entr} m journal form, to record the i^uance of stock to C, and show 
the net worth section of the balance sheet on December 31 


Problems — Group B 

Problem B-l The Peerle&s Corporation was orgamzed on January 1, 19 — 
and was authorized to issue 1,000 shares of $10000 par lalue stock Give entries 
m journal form to record the sale of the entire iseue under the following conditions 

(a) 1 000 shares w ere sold at par for cash. 

(b) » “ “ “ « 85“ “ 

(c) “ “ “ “ “ 110 “ “ . 
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Problem B-2. The Z Corporation was organizeii on January 1, IP — ^ and was 
authorized to issue 1,500 shares of no-par stock, tiive entries in journal form to 
record the sale of the entire issue under the follo'^inc condition^; 

(a) 1,500 shares were sold at 65, all the proceeds being rcgardcii as fixc<l 

capital. 

(b) 1,500 shares were sold at G5, S15.00 per share being regarded as paid-in 

surplus. 

Problem B-S. The Dowell Corporation was authorized on Januaiy 1, IP — , 
to issue 5,000 shares of .SIOO.OO par value stock, but it did not soil the shares im- 
metiiately. On Januarv- 4, subscriptions for 2,000 shares at par ucrc received. 
On January 7, subscriptions for 1,000 more shares at 105 v.cre received. On 
January 15, one half the Januarj’ 4 subscriptions ucre collected in full, and the 
shares were issued. On January 25, the January 7 subscriptions uere collected 
in full, and the shares were issued. 

Give entries in journal form to record the above fact*. Post them to ledger 
accounts and prepare a balance sheet, assuming that the unpaid subscriptions will 
be collected in the near future. 

Problem B-4. The Noble Corporation nas authorized on Janu.aiy 1 to i=-uc 
2,500 shares of no-par stock. The directors dccidctl to consider $50.00 of the 
receipts from the sale of each share as fi.\cd capital. On Janu.aiy 5, 500 shares were 
sold for cash at .$50.00 per share. On January 10. tub-criptions ucrc rcccivefl for 
1,000 shares at $00.00 On Januarj* 13, sub^^criptions acre received for 500 shares 
at $65.00. On January 23, the January 10 ^ubscriI)tia^': acre collected in full 
and certificates were issued. On Januarj' 2S. half tlie Januaiy 13 subscriptions 
were collected. Since subscriptions for these shares acre not collected in full, 
certificates were not issued. 

Give entries in journal form to record these facts. Post them to ledger accounts 
and prepare a balance sheet. 
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Questions 

1 (a) In what two general ways may stock be preferred? 

(b) What IS meant by the words Cumulative and Participating as appbed to 
preferred stock’ 

2 Under what circumstances would the ownership of common stock be prefer- 
able to the ownership of preferred stock’ 

3 A corporation has 1 000 authorized and outstanding shares of 6% participat- 
ing cumulative preferred stock of SIOO 00 par \alue per share, 1 000 authorized and 
outstanding shares of common stock of $100 00 par value per share, and a surplus 
of $50 000 00 IIow would this condition be shown m the net orth section of the 
balance sheet’ 

4 State the purpose of 

(a) Tiie subscribers' ledger 

(b) The stockholders ledger 

(c) The minute book 

6 A partnership decides to incorporate Describe the accountiDg procedure 

(a) It the partnership books ore retained by the corporation 

(b) If the corporation opens new books 

6 Does the par value of stock represent ite real value? 

7 If you purchased a share of no-par common stock for $60 00, and two years 
later another purchaser acquired a share of the same stock for $45 00, would you 
necessarily believe that the second purchaser made a more advantageous purchase 
than you did? 

8 The X Corporation with authorized and issued capital stock of 1,000 shares 
of preferred and 1,000 shares of common, all of $100 00 par value has a deficit of 
$ 100,000 00 

(a) Draw up the net w orth section of the balance sheet of The X Cor- 

poration 

(b) What IS the book value per share of The Y Corporation’s common 

stock? 


Problems — Group A 

Problem A-1 Using the following information, prepare a statement showing 
the dividend payments of The Weston Company during each of the first five years 
of operation 
Capitalization 

Preferred stock $100 00 par value 6%, participating with the common 
stock to the extent of 3% above the 6% preference rate, and cumulative, 
1 000 shares outstanding 

Common stock $100 00 par value, 1,000 shares outstanding 
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Earnings; 


Year 
First. .. 
Second. 
Third 
Fourth 
Fifth . . 


Totr.1 

I’roS*' 


Portion of 
YcnPs Pro5t 
Ite'ainod 
in Su'i’lu.' 


Total 
SuT^lU' 
at End 
of Year 


00 

'riO-noo 
4 0 10 (VI 
2 (VI 1 0(1 
20 (1 Hi 00 


3,000 00 


3 00100 
5 01)00 


s 0,000 00 
0,000 0<0 
0,001 00 
12 000 00 
17,000 00 


A^. The, L 

ihonzed capital consi.tm- < • conn.H.n -lock of ?50 00 par valu- 

)0.00 par value, and 2,000 ^o.lres ^ ^ . j 

iptions to the stock vere receivcl oti \iuu.l 1 • 


Sub- 


Preferred S^olU 


(. oninion Stock 
Sub'i'Uition-' 


subscriber 


D. Bonen. 

ink Holm. . 
o. Snyder . . 
frcd Slade . . 
)ss Dolan . . . 
jbert Cov... 

. F. Carmen 
in in Smith . 
on Ayres . . . 
Total 


Shares 

Price 

.Vmount 

Sh '.' o - 

Pm e 

s'hTTo 

4 S 0 O 

400 

$100 00 

$ 40,000 00 

oOO 

coo 

600 

900 

9 S .00 
99 00 

.5$ sno CO 
$9 1(00 00 

100 

200 

100 

47 00 
4$ 00 
49 00 

300 

500 

101.00 
102 00 

30. too 00 
51. C -00 00 

175 

ir.oi 

300 

3.000 

100 00 

30.000 00 
^99,200 00 

25 

TToo 

15 0'1 


\mnant 


Sub- 

«cnptioiTS 

Collected 


f 11,100 O-O 
0,000 00 
J. 700 00 

p,aoo 00 

4,900 00 


S.050 00 

i,r:otx) 

552 OTo 00 


? 51,100 00 
9 (>00 OO 
03 500 00 
9«,700 00 
4,000 00 
30 300 00 
51, 01X100 
S,OXO 00 
31.12^00 
$351, 27. >00 


Collections of subscriptions n ere receio^^^^^ $^0,00100, and cash for the 
Bonen's payment ovas made mth l-n 

iSsiade made hLs payment as follons. 

Merchanch^e valued at . . . 

His pcr-onal note tor 

, . .,1 iP,i at ^2.0.0'00 00. subject to .a mort- 

DonAyresgavein paomaenta buto^^ $5 0O0 00. .an 1 cash tor the 

age of $10,000.00, dehv-ery equipment 

:mainder. . cHscrintions nere recei\c>l in cosh. 

Ah other collections on ^ubscnptmn 
Prepare the journal entries to recor . 


$ 10 coo 00 
20 000 00 
3v 700 00 


(a) AulhoroaUon o! rapK”' J"*; t„, the ,n.V-">t.o,i civen m IC 

W S«l«riptio»». 01*' t;tho XcriPtiop* to ccPP- 
t-nbulated form— one lor th - 


t„rth.s»l»mp.»n,toptpter-l- 

<') p; 


(Make indm lu il entr>''' fo. t-^^ 
• o=spt‘= on suo'"ci‘(-'“'-'". , , Make only one entry 

for the ca.di_ receipts from all 
the e.vplanation ) 
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(d) Make one entry for the issuance of preferred shares and one entry for 
the issuance of common shares Show details in the explanations 

Problem A-3 Two partnerships Beyers A Smith and Vaner i Pelley decided 
to raei^e and incorporate as Home-Owned Stores The corporation was organized 
with an authonzed capitalization of 2500 ^ares of SIOOOO par value common 
stock and acquired all the assets and assumed all the liabilities of the two partner 
ships The balance sheets of the partnemhips on June 30 19 — were as follows 



Rogers 

\aier 


&, 

& 


Smith 

Pelley 

Assela 

Cash 

$ 5 000 00 

* 26 000 00 

Accounts Receivable 

19 200 00 

27 000 00 

Inventory 

21 000 00 

52 000 00 

Delivery Equipment 

1 200 00 

13 000 00 

Furn ture and Fixtures 

6 200 00 

16 100 00 


Sj2C00 00 

$131 100 00 

Ubjfrc •ftS IV«c Worth 

Accounts Pa>able 

*15000 00 

$ 20 00000 

Notes Payable 

9 200 00 

30 00000 

Capital 

Rogers 

14 180 00 


Smith 

14 220 00 


Vaner 


50000 00 

Pelley 


34 100 00 


*o2 600 00 

S134 100 00 

Profit and loss ratios were as follows 

Rogers 

40% 


Smith 

60 


Vaner 


66J^% 

Pelley 


33H 

The assets were taken over by the corporation on the following bases 


Rogers 

\aner 


L 

d. 


Smith 

Pelley 

Cash 

liook value 

Book value 

Accounts Receivable 

Book V alue 

*2o 000 00* 

Inventory 

Book value 

48 000 00 

Del very Equipment 

$I 000 00 

12 700 00 

Furniture and Fixtures 

Book value 

14 000 00 

Goodwill 

S21 000 00 

— 


• Adjust the book value by estaUishing a reserve 
Make journal entnra to close the books of the two partnerships 


Problem A-4 Make entries m journal form to record the facts of Problem A-3 
on the books of the corporation and prepare the corporation s balance sheet as 
of the beginning of business 
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Tbe DPw corporation to be se the £aE 3 Products Co , is authorized to 

iB5ue 2 009 shareb of $00 00 par lalue Etock. Before the corporation takes oi-er 
the asB^s, the •val^^ation of deh\er 5 equipment is to be reduced to $2,50000 bj 
e^bhshment of a resene for depreciation. 

Give entries in journal form on the partnerFhip Ixioks 

(a) Assuming the partnership books are to be retained L'v tl e corporation. 

(b) AsBuming the partneiihip books are to be closed 



ASSIGNMENT MATERIAL FOR CHAPTER 20 

Questions 


1- What two methods are acceptable for balance sheet presentation of an 
unrealized increment in the value of a fixed asset, =hown by an appraisal? 

2. W^hat is the “clean surplus” thcorj*? 

3. What disposition should be made of orp:anization exjwnsc-s? 

4. How should the following be shown in the balance sheet? 

Discount on Stock. 

Unissued Stock. 

Uncollected Subscriptions. 

Organization E.xpcnse. 

6. What arc the four essentia! charaetcristies of treasurj’ stock? 

6. Wliy should the folloudng items not be regarded as treasurj- stock by the 
X Company? 

(a) U. S. Steel stock purchased ns an investment. 

(b) Unissued stock held for issuance to employees. 

7. Which would you prefer to purchase from a corjwration for S90.00? 

(a) A share of unissued stock of a par value of ?100.00. 

(b) A share of treasury stock of the same class. 

8. A company has authorized and issued 1,000 shares of capita! stock of 
SIOO.OO par value per share. How would 100 shares of trcasuiy- stock, purchased 
by the company at par, be shown in the balance sheet? 

9. 50 shares of stock of .$100.00 par value are purchased by th.e is.ming com- 
pany at 90. They are later sold at 105. C-ivc the journal entries to recorrJ fhe.«e 
transactions. 

10. Under what conditions might a corporation j^refer to declare a stock di\udcnd 
rather than a cash dividend? 

Problems — Group A 

Problem A-1. The following balances appear in the after-closing trial balance 
of Handover Manufacturing Compam- on .Inly 31, 19—: 

Subscriptions Rcecivaldo — Common . 

Subscriptions Receivable — Preferred. 

Dividend.s Payable — Common .... 

Trcasuiy Stock — Common 

Treasury Stock — Preferred . . . 

Discount on Stock — Conrmon 

Unissued Stock — Common 

Unissued Stock — Preferred 

Organization Expren'c 


S 2.i,W0.CKl 
$5,000.00 

? 11,520 00 

S.9GO.OO 

12.000 m 

5.000 00 
200,000 00 
200,aoooo 

1$,20<0.00 
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Common Stock ^uthonzed 400 OOO 00 

Preferred Stock Authorized 3o0 000 00 

Earned Surplus 60 000 00 

Cap tal Surplus 27 700 00 

Subscnbed Stock — Common 50 000 00 

Sub cnbed Stock Preferred 100 000 00 


Both classes of stock ha\e a par \alue of $100 00 per share 
The preferred stock carries a preference rate of 6% it is cumulatne and non 
participating There are no dividends m arrears It is preferred as to assets at 
par and dmdends m arrears 

The treasury stock of both classes is earned at cost 80 shares of common stock 
and 120 shares of preferred stock are held Under the law of the state of incor 
poration the earn^ surplus is restricted to the extent of the cost of the trea«ur} 
stock 

The common stock subsenptions are due on August 15 The preferred stock 
subscnptions are due \o\ ember 30 

Show how the above balances should appear m the company a balance sheet 

Problem A 2 Draft the journal entnes necessarj to record the following trans 
actions on the books of the Handover Manufacturing Companj subeequent to 
July 31 19— 

Aug 15 — Collected the common stock subscnptions due today 
27 Sold 30 shares of common treasury stock at 115 
30 — Paid the $11 520 00 dividend on common stock 
Oct 5 — K. B Downing purchased 100 shares of the unissued preferred stock for 
cash S10 200 00 

Nov 30 — The preferred stock «ubscriptions were collected todaj 
Deo 15 — "0 shares of the preferred treasury stock were issued to a creditor m paj 
ment of his account Hie stock was accepted b> him at 103 
Feb 28 — The directors declared dividends on all outstanding shares as follows 

Preferred — 6% 

Common — 7 

Mar 20 — The dividends were paid 

July 31 — By order of the board of directors the organization expense was written 
off 


Problem A 3 Record tbe following transactions Compute the profit or loss 
on each sale of treasurj stock on the assumption that the first shares acqmred 
were the first shares sold 

Aug 1 — Purchased 100 shares of treasury stock at $120 00 per 'hare 
6 — Purchased 50 shares at 8123 00 per share 
10 — Sold 75 shares at $127 00 per share 

12— Acquired 60 shares at $12o 50 per share m settlement of an account 
receivable 

15 — Sold 120 shares at $128 50 per diare 

19 — The stockholders donated 35 shares to the company 

23 — Sold 45 shares at $130 00 
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Problems — Group B 

Problem B-1. A corporation was organized under a state law which provides 
that no portion of the issuing price of no-par stock may be crcclitefl to Surplus and 
which restricts dividends to the amount of surplus minus the cost of treasury stock. 
Tire corporation issued 1,000 shares of no-par stock at S2.5.00 per share, and sub- 
sequently issued an additional 1,000 shares at S.30.00 per share. .John Smith 
acquired 100 shares of the first issue by .subscription, and 100 shares of the .second 
issue by purchase from Fred Write. Smith turned in the certificates and obtained 
a new certificate for 200 shares. He subsequently sold 100 shares to the company 
for $28.50 per share. How should the company record the purchase of the trea.sury 
stock? 


Problem B-2. Following are the balances of a number of accounts which 
appeared on the books of the Josljm Corporation on June 30, 19 — : 


Capital Stock Authorized (par value $100.00 per 


share) 


$100,000.00 

Unissued Stock 

.$21,000.00 


Treasury' Stock — at par. 

1,000.00 


Premium on Purchase of Treasury Stock 

125.00 


Capital Surplus 


16,29.5.00 

Earned Surplus 


89,614.00 

Subscriptions to Capital Stock 

5,500.00 


Capital Stock Subscribed 


11,000.00 

Organization Expense . . . . 

2,S40.00 


Dividends 

. . 4,500.00 


Dividends Payable . 


4,.500.00 

Stock Dividends Payable 


9,000.00 

Write-up of Plant Properties 


26,000.00 

Premium oh Stock 


14,000.00 

Discount on Stock .... 

2,000.00 


Profit on Sales of Treasure Stock 


3,500.00 


The surplus is restricted in an amount equal to the cost of the treasury stock. 
The bookkeeper thought that treasury stock shoukl be carried at par. The 
entries he made to record the purchase and sale of treasury stock were; 

Treasury Stock 

Premium on Purchase of Trea-^ury Stock 
Cash 

To record the purchase of 100 shares of stock at 
$112.50 per share. 

Cash 

Treasurj' Stock 

Premium on Purchase of Trcasuiy Stock 
Profit on Sales of Trcasuiy Stock 
To record the sale of 90 shares of treasurj' stock. 


10,000.00 

1,250.00 

11,250.00 


13,025.00 

9,000.00 

1.12.5.00 

3.500.00 


Prepare a partial balance sheet. 

Problem B-3. Three partners, with capitals of $10,000.00 each, incorporated 
their business (taking $10,000.00 of stock each) but continued the p.^tnerriup 
books. Profits the first year were shonm by the book.« _a<= .^8,000.00. The three 
men, acting as corporate directors, had authorized salanes to t icrasc \ cs, as cor 
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poration officers of $2 000 00 each J«o entnes\vere made for these salaries. The 
balance sheet at the end of the year is presented m condensed form below 


Net Asset, S35 500 00 A 

Capital 

$11 000 00 

B 

Capital 

9 900 00 

C 

Capital 

14 600 00 

S35 50000 


$35 500 00 




The capital balances were determmed as 

follows 



A B 

c 

a) Original ivestments 

S10(X)0 00 SIOOOOOO 

$10 000 00 

(b) Addit onal invealmetil (for which stocV 

was 


issued) 


5 000 00 

(c) Profits 

40)000 240000 

1 600 00 

Total 

$14 000 00 S12 400 00 

$16 600 00 

(d) Less drawings 

300000 250000 

2 000 00 

Balances 

$11 OtMOO $ 9 900 00 

$14 600 00 

Set up a corrected balance sheet 

Problem B-4 A corapanj s tnal balance on Pecember 31 1949 contamed the 

following balances 

Sales 

$315 620 00 

Inventory (December 31 1918) 

$ 60 S75 00 


Purchases 

217 920 00 


Expert es 

5a 290 00 


Discount on Sales 

1 21500 


Profit on Sales of Investments 

1263 00 

Loss on Sale of Machinery 

1 926 00 


Dividends 

10 000 00 



Surplus 80 370 00 


The inventory at the end of 1949 was valued at $63 190 00 
Prepare 

(a) A statement of profit and loss and a statement of surplus in which 

extraneous profits and losses are not regarded as affecting the net income 
for the year 

(b) A combined statement of profit and loss and surplus in which extraneous 

profits and losses are not regarded as affecting the net mcome for the 
year 

(c) A combined statement of profit and loss and surplus prepared m accord 

ance with the clean surplus theory 
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Questions 


1. Define: 

(a) Real estate morteaee bonds. 

(b) Chattel mortpaee bond-=, 

(c) Collateral trust bonds. 

(d) Debenture bonds. 

2. Into what three groups may bonds bo classified on th^ basis of redstre? 

3. Discuss the relative advantage.-^ of unrep-tere-d and redsterwl bonds, from 
the point of •view of (a) the issuing corporation, and ^h) the hondhf;!der. 

4. A §500,000.00 bond b'ue has been authorized, but only §300,000.00 of the 
bonds have been sold. How should these fact= appear in the balance sheet? 

6. Unissued bonds of a face value of §5.000.00, bearing 6^ intere.'=t, are sold 
at 101 one month after the interest paj-ment date. Give the entiy- or entrio~ 
required to record this transaction. 

6. From the bondholders’ standpoint, what i= the object of: 

(a) The sinking fund prodAon? 

(b) The sinking fund reserve pro-.-irioa? 

7. What is the difference in the nature of a sinking fund reser%*e and a depre- 
ciation reserve? 

8. Wby are bond dbcount and bond premium r.-ntten off to the Intere.«t 
E:q)ense account o\'er the life of the bond.s? 

9. WTrere do the follow ing appear on the balance sheet? 

Unissued Bonds. 

Sinking Fund Cash. 

Sinking Fund Securities. 

Bond Discount. 

Bond Premium. 

Accrued Bond Interest. 

Sinking Fund Resera'e. 

Bonds Payable. 

10. WTiat disposition should be made of the following accounts at th° maturity 
of a bond issue? 

Sinking Fund RK=crve, 

Sinking Fund. 

Bond Premium or Discount. 

Problems — Group A 

Problem A-1. Prepare entries in journal form to record the foDowing matt* r-: 
Jan 31 . 1949 — An issue of .§250,000.00, 20-year, o'Tc, first mortg.ag*’, regbrered 
bond.s was authenticated on this date. Tire rntcrest Is payable 
Januarj‘31 and July 31. 
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According to the terms of the trust deed, a sinking fund shall be 
created by depositing S12,500 00 snth Northern National Bank, 
trustee, at the end of the fiscal year (January 31, 1950), the 
trustee shall immediately in\est the fund in securities from a 
specified list, at the end of eachsubsequent fi'cal year during the 
life of the bonds, a deposit shall be made which, together with the 
net income earned on the fund during the year, shall increase the 
fund S12 50000 a sinking fund reserve shall be established by 
appropriating $12 500 00 from profits each January 31, dunng the 
life of the bonds beginning January 31, 1950 
Feb 1, 1949 — The entire issue of authorized bonds was sold at 101 
July 31, 1949 — An amount sufficient to pay the entire bond interest was deposited 
with the VVestem National Bank m a special account and the 
company immediately drew checks against this account m pay- 
ment of the bond interest 

Jan 31, 1950 — The semiannual bond interest was paid on this date The company 
also made the required sinking fund reserve entry and the sinking 
fund deposit with the Northern National Bank 
July 31, 1950— Bond interest was paid 
Jan 31, 1951 — Bond interest was paid 

Received a report from the Northern National Bank, as follows 

Income from eecunlies $500 00 

Less expenses and commission 100 00 

Net inLorae added to sinking fund $400 00 

The company made the sinking fund reserve entry and contributed 
the necessary amount to the suibng fund 

Problem A-2 Bonds of $100,00000 face value, bearing C% interest payable 
semiannually and due in 10 years viere authonred on January 1 They were sold 
on March 1 at 103 and accrued interest Give entries m journal form to record 
The authorization of the bonds 
The sale of the bonds 

The pay ment of interest and the amortization of premium on June 30 


Problem A-3 On December 31, 1949, The Phillips Company authorized an 
issue of $500 000 00 of bonds secured by a first mortgage on the company’s land 
and buildings The bonds core interest at 5% per annum, payable semiannually 
on June 30 and December 31, and were due on December 31, 1969 

Sales of bonds were made as follows 

January 1, 19o0— $300 000 00atl02 

March 1, 1951 — $100,000 00 at par and accrued interest 

On June 30 and December 31 of each year, the company deposited funds m the 
Bank of Commerce for the payment of the bond interest, on each subsequent 
July’ 31 and January 31, the bank reported that all coupons had been presented 
and paid 

The indenture provided that a sinking fund should be created by deposits, on 
December 31 of each year of the life of the bond issue, computed in the manner 
stated on the following page 
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“The annual requireil ii:crea5e in the siaLdns: fund applicable tn each issuance 
of bonds shall be an amount determined by di’.-iding the face value of th.o bon-is 
of each issuance by the number of years betvrcen Januarc 1st of th.e vear of 
isuance and December 31. 19G9. From each armual total of the rcqTured 
sinking fund increases applicable to all issuances, th.ere shall bo (icducted ti:e 
increment since the last dep<isiti rcsultins frcim income and profits on sinkinn 
fund securities, and the remainder shall be the required annual sinking fund 
deposit.” 

The company made sinking: fund deposits on December Slst of each rear in 
acconiance ndth the requirements of the indenture. 

The sinking fund trustee reported the folio ■^'ing during 19.51: 

Purchase of sinking fimd securities on .lanuan- 5, 1951. $14,590.00. 

Sale of these securities on .August 10. 1951 for $15,200.00. 

Purchase of securities on .\ugust 16. 1951, $15,000 00. 

Interest earned on sinking fund secunties during 1951, $713.25. 


The indenture also required that a sinking fund reser.'e should be maintained 
by a transfer from Earned Surplus on December 31st of each year oS an amount 
sufneient to raise the balance in the reserve to the amount of the required balance 
of the fund on that date. The company complie'i iiuth tlus requirement. 

Give entries in journal form to record all transactions to Dccemiier 31, 19.51, 
including the authorization of the bonds: the sales of bonds: the deposits of funds 
for the payment of interest: the payment of interest: the amortization of bond 
premium t the sinking fund deposits; the sinking fund securities profits and income; 
and thg transfers to the sinking fund reserve. 

Also prepare a partial balance sheet as of December 31, 1951. shovring all 
balances (e-xcept general cash) resulting from recording the above-stated facts, as 
well as capital stock of .?750, 000.00, and earned surplus of $123, .540.00 after setting 
up the sinking fund reserve. 


Problems — Group B 

Problem B-l. $100,000.00 of O'j;-. 5-year bon- is. irith interest payable semi- 
annually on June 30 an-l December 31. ivere authorized on December 31. 1949. 
The entire issue tvas s-ild at par plus accruo-i interest on Februarj’ 2$. 19o0. Pre- 
pare entries in journal form to record the authorization and sale of tiie hsue an-l 
the first interest pajunent. 


Problem B-2. $50,000.00 of 7^. 10-year coOateral trust bnn- is \vere auth-rizc-l 
on June 30, 1949. Interest was p-aj-able semiannually on Decexniicr 3 1 am ! J une 30. 
$25,000.00 of the bonds were soki on September oO at IP) plus accrue- . Litere^t. 
Give journal entries to reconi the authorization oi the bon- Is. ttie jale of -.he l.-or.'.s, 
and the interest pajunent and premium amortization on December 31. 


Problem B-3. .A company has $2o0,000.00 ot 5^ _>-(■ bon-is 
b-m-ls are unre-gistcre-i and interest is paid semiannually throng 
.lum; 29, the coinpanv -lecositcd tiie reqmre-i lun-ls t-ir pa^u:: 
On July 31 tlio bank reporto-i th.at 90^.. of the interest ha..t been, 
in ji 3 umal form for June 29, June 30, and .July ol. 


outstan-ling. 
the .Y Bank, 
cut n; li;-.' int 
paid. Givee: 


The 

On 
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Problem B-4. The A Company issued $50,000 00 of 6%, 10-jear bonds on 
June 30, 1949 The pro\Tsiona of the indenture required the establishment of a 
sinking fund which n as to be mcreased $5,000 00 each year, as well as a sinking fund 
reserve which was to be increased $5,000 00 each year, until the bonds were retired 
In accordance mth the above provisions, The A Company made its first pay- 
ment into the sinking fund on June 30, 1950 On June 30, 1951 the trust company 
reported a net income of $250 00 from smkmg fund secunties, and The A Company 
made its annual payment accordingly 

On July 15 1959, The A Company was notified by the trust company that the 
bond issue had been retired and that there was $450 00 left m the smking fund, as 
profit from the sale of smking fund secunties 

Prepare the necessary entries in journal form for June 30, 1950, June 30, 1951, 
and July IS, 1959, assuming that The A Company kept only one Smking Fund 
account 
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Questions 


1. ^Vhat are the three elements of manufacturing cost? 

2. Distinguish between direct labor and indirect labor. 

3. In which element of manufacturing cost would the follo«-ing be classified? 

(a) Floor sweeping material. 

(b) Wages paid the factorj- timekeeper. 

(c) A machine operator’.*; wage.*-. 

(d) Lumber to be used in making chairs to be sold. 

(e) Lumber to be u~ed in making chairs for the office. 

(f) First aid kit for the factorj’. 

(g) Towels for the office. 

(li) Parts to be used in a machine to be sold. 

4. How do the working papers of a manufacturing business and those of a trading 
business differ? 

5. What is the difference between the profit and los.s statement of a manufactur- 
ing company and that of a trading companj'? 

6. Why is it important to separate manufacturing expense from aclling and 
general e.\-penses? 

7. The X Machinery Co. manufactured a machine for use in it.*; own furnace 
room. At what figure should the machine be set up in the fi.xed a^'et account? 

Materials cost. 

Prime cost (materials plus direct labor). 

Total manufacturing cost (materials, labor, and overhead). 

Selling price. 

The price at which the X Jtlachinerj- Co. would be able to purchase the 
machine elsewhere. 


Problems — Group A 


Problem A-1. Following is a trial balance of The Paniee Company on De- 
cember 31, 19 — . 


Cash 

Notes Receivable ... . 
.-Verounts Receivable 
lnvcnfo^e:^ (.l.anuarj- 1, 19 — ): 
IRiu l.Iateriab. . 

Goods in Proi c." 

Fini*:!ied Good- . - 

I.and 

Uuildinp'' .... 

Machinen’. . 

Tools. ..' 

Pattpni.s 

Patents 

Furniture and Fixtures 


•14,7S7..)0 

2,40J.00 

2.’)0,90n.n0 

27,00') 00 
2.5,0)0.00 
.50,00)00 
25,000 00 

50.0. 00 00 
!0,0')O 00 

7.00) 00 

5.0) ) no 

50.000. 00 
5,700.00 
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Reserves for 
Depreciation — Buildings 
D?p>«\rM/A5w — yJschfoefj 
Dppreaatjojj — fumiturp and F«f ares 
Expiration — Patents 
Bad Debts 
Notes Payable 
Accounts Payable 
Bonds Payable 
C^apital Stock 

Earned Surplus (January 1, !9 — 

Sales 

Returned Salei 
Rurchasfes of Raw Materials 
Ereight In 
Direct Labor 
Indirect Labor 
Insurance— Building-! 

Insurance — Machinery and Equipment 
Taxes— Real Estate 
and Light 
Repairs — Buildings 
R*pSira — Machinery 
Factory Expense 
Employers’ Liability Insurance 
Commissions and Salanes — Salesmen 
Traveling Expense — Sateemen 
Cartage and Express Out 
^eight Out 

Insurance — Merchandise 
Office Payroll 
ufieers'' Salanes 

Postage 

Telephone and Telegraph 
CoUectioD and Exchange 
Stationery and Printing 
Bonding Office Employees 
Bad Debt Provisioii 
Interest — General 
Interest on Bonds 
Sales Discount 


5,250 00 

12.50000 

2.50000 
7,500 00 

13.000 00 

. 87,000 00 

. 42,800 00 

50.000 00 
200,000 00 

60,520 00 
1,290,000 00 

42.000 00 
520 000 00 

23 000 00 

399.500 00 
52 000 00 

400 00 
700 00 
4,100 00 
23,700 00 
950 00 
1,310 00 
3,01000 
4,500 00 
43 000 00 

17.500 00 
5,750 00 

11.000 00 
90000 

18,000 00 
15,000 00 
2,000 00 
1,800 00 
700 00 
3.2o0 00 
250 00 
9,400 00 
6,600 00 
2,062 50 

15,900 00 

1,771,070 00 1,771 070 00 


The following data must also be taken mto consideration 


Inventories, December 31, 19 — ■ 

Raw matenals j23 500 00 

Goods in process 20,090 00 

Finished goods 30,000 00 

Tools 4,500 00 

Ratterns 3 000 00 

Stationery and printing 400 (X> 

^depreciation and aniortizatJOD rates 

Buildings 4% 

^Iachlnery 10 

Furniture and fixtures 10 

RatenU 6 
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Accruals: 

Interest on boncls ^ gj;- -q 

General interest ' 40^) ^ 

Real estate taxes -!S0 00 

Unexpired insurance: 

Builclings.... 150 00 

Machinery and equipment 200 00 

Merchandise... 210.00 

Employers’ liability .... oqo 00 

Unpaid wages: 

Direct . 10.300.00 

Indirect 3.000.00 

Prepaid interest on notes iiayable 500.00 


The bad debt provision is to be adjusted to 1^ of net sales. 

A 5% cash dividend on the outstanding stock was declared, payable Januan.- 10. 
The following e.vpense accounts should be apportioned as indicated; 


Insurance — Buildings 

Manufacturing 
95' c 

Selling General 

5‘T 

Ta.\es — Real Estate 

95 

5 

Power and Light . . . 

90 

o'~c 5 

Repairs — Building. . ... 

95 

.5 

Employers’ Liability Imurance. . . . 

.?3, 000.00 

S200.00 5400.00 

Insurance — Mereluuidi-m 

350.00 

310.00 

Telephone and Telegraph 

Depreciation — Buildings . 

95% 

50‘T ^O'-To 

5 

Depreciation — Furniture and Fixtures 


25 75 


Prepare; 

(1) Working papers, 

(2) Statement of cost of goods manufactured. 

(0) Statement of profit and loss. 

(4) Statement of earned surplus. 

(5) Balance sheet. 

(G) Adjusting and closing entries. 

(7) The Manufacturing and Profit and Loss ledger accounts. 


Problems — Group B 

Problsm B-1. Following is a trial balance of the ledger of the Rowan Manu- 
facturing Co. Adjustments for accrued and deferred items and for bad debt and 
depreciation reserve pro\'ision5 were posted to the ledger before the trial bal.ance 
was drawn off. The books have not been closed for a year. Prepare working 
papers. 


ROWAN MANUFACTURING CO. 
Trial Balance 
December 31, 1949 

Cash 

■Vccounts Receivable. . 

Resen-e for Bad Debts 


11 , 000.00 

56,500.00 

4.500.00 
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Finished Goods Inventory 

31,009 00 


Goods m Process Inventory 

12,000 00 


Raw Materials Inventory 

20,000 00 


Machinery and Equipment 

Reserve for Depreciation — Machinery and Equip- 

50 000 00 


ment 


12 600 00 

Furniture and Fixtures 

20 000 00 


Reserve for Depreciation — Furniture and Fixtures 


7,500 00 

Unexpired Insurance 

2 800 00 

Prepaid Advertising 

1,200 00 


Accounts Pajable 


34,300 00 

Accrued Interest Payable 


900 00 

Accrued Salaries and Wages 


12 600 00 

Mortgage Payable 


30 000 00 

Capital Stock 


75,000 00 

Earned Surplus 


14,700 00 

Sales 


205,500 00 

Returned Sales and Allowances 

3,500 00 

Purchases 

54,000 00 


Returned Purchases and Allowdnce* 

3,000 00 

Freight In 

2 000 00 

Direct Labor 

40 000 00 


Indirect Labor 

14,000 00 


Heat, Light, and Power 

2,000 00 


Factorj Rent 

6 000 00 


Factory Insurance 

1,200 00 


Depreciation — ^Machinery and Equipment 

5,000 00 


Miscellaneous Manufacturing Expense 

1,800 00 


Idvertising 

4,000 00 


Freight Out 

2,500 00 


Salesmen s Salaries 

12,500 OO 


Delivery Expense 

4 000 00 


Miscellaneous Selling Expense 

1,000 00 


Officers’ Salaries 

18000 00 


Office Salaries 

6,000 00 


Stationery and Supplies 

1,400 00 


Bad Debts 

3 600 00 


Depreciation— Furruture and Fixtures 

2,000 00 


Miscellaneous General Expense 

1000 00 


Discount on Purchases 


1,100 00 

Discount on Sales 

2,300 00 


Interest Expense 

1,800 00 


Dividends 

7 500 00 



401,600 00 

401,60000 


Inventories, December 31 IW9 
Finished Goods S23,500 00 

Goads in Process 17,500 00 

Raw Vatenais 18,000 00 

Problem B-2 Referring to Problem B-1, 

(a) Prepare a Statement of Cost of Goods Manufactured 

(b) Prepare a Statement of Profit and I/is'i 

Problem B-3 Referring to Problem B-I, 

(a) Prepare journal entries to close the books 

(b) Present the 'Manufaetunng account and the Profit and Loss account. 
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Questions 


1. Whafc is the disadvantage of numbering the accounts consecutively Avhen the 
books are opened? 

2. \\niat advantages result from the use o! expense controlling accounts? 

3. If expense controlling accounts are kept and special columns are provided 
therefor in the voucher register, how should expenses be recorded and how should 
postings be made? 

4. Can the subsidiarj- expense records be operated witliout special columns in 
the voucher register? 

6. If expense controls are used, what is the purpose of the surntnarj' of expenses 
prepared from the subsidiary- expense records at the end of the month? 

6. Wliat kinds of entries affecting the expense analysis records are likely to ho 
made in books of original entry other than the vouclier register? IIow will such 
entries be posted? 

7. Under what circumstances can the Account Number and the (\/) columns be 
eliminated in the expense controlling account ■jcctions of the voucher register? 

8. Which procedure do you consider preferable: 

(a) Using the journal as a book of original entry for the receipt of note< 

receivable and the issuance of notes payable, and using the note 
registers merely as detailed records subsidiary to the note accounts 
in the ledger? 

(b) Using the note registers as books of original entry for the receipt and 

issuance of notes? 

9. When the note registers are used as books of original entry: 

(a) Are special columns for the note controlling accounts required in the 
journal? IVliy? 

Gt) Are special columns required in the cash books? Mliy? 


Practice Set 

This practice set consists of the transactions of I,nne-Madison Corporation for 
the month of xVugust. The current year should be used in all dates. 

Chaht of Accouxts. SrusiDi-xin' Recokds. 

Charts of the general ledger accounts and the subsidi.ary cxiM3nso accounts 
appear on the inside of the covers of the general ledger and the books of original 
entry. The general ledger contains the following controlling accounts; 

1120 — Accounts Receivable: 

This account will control an accounts receivable subsidiary !c‘<igcr. \au 
will not be required to keep this subsidiary ledger; it is a.s?umed that it 
will be kept bv an assistant bookkeeper. 
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614 ASSIGNMENT MATERIAL-CHAPTER 23 

2120 — Vouchers Payable 

You will keep the voucher register 

1130 — ^Notes Receivable 
2130 — \oTES Payable 

These accounts will control note registers, which you will keep 
5300 — Manufacturivg EjlPbvse— Control 

This account will control an expense analjsis record, or distribution sheet, 
containing columns for the subsidiary manufacturing expense accounts 
shown m the chart of accounts It is assumed that postings to this 
expense analysis record will be made by an assistant 

6000 — Selling Expense — Control 

This account will control an expense analysis record to which you will 
make postings 

7000 — General Expense— Control 

This account mil controlancrpenseanal^sMrecord to nhjcb, it is assumed, 
postings will be made by an assistant 

Books op OniciNAt Entrt 
T he following books of original entry will be used: 

Books you are to keep 
Voucher register 
General cash receipts book 
Cash dubursements book (check register). 

Notes receivable register 
Notes payable register 
General journal 

You will post all entnes in these books (except to the subsidiary accounts 
receivable ledger and to the manufactuni^ and general expense analysis 
records, as indicated above) and will post column totals at the end of the 
month 

Books to be kept by an assistant bookkeeper. 

Cash receipts from customers book 
Sales book 

Returned sales and allowances book 
You will post column totals from these books at the end of the month. 

Payroll summary 

This wnll be prepared by the assistant bookkeeper, postings will be made 
by you 

At some time before the payroll entries (in the assignment with Chapter 25) 
are made, you should read the appendix dealmg with payroll deductions 
and taxes 

Postings, except column totals, should be made dady. 
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Tr.\NS ACTION'S 


(The numbers in parentheses are transaction numbers.) 

August 1 : 

(1^ Lane Brothers have been in bu=ino=s for some time, opcratinc as a p.artncrsliip. 
They are short of vorking capital. Joseph ^fadbon agrees to make an 
investment in the business, provided it is organized as .a corporation. I.anc- 
Madison Corporation is organized mth an authorized capita! of 1,000 shares 
of 8% nonparticipating preferred <!tock, and 7..500 shares of common ctock. 
Both classes of stock have a par value of SIOO.OO per share. Make entries 
to record the authorized stock i:?sue3. 

(2) Subscriptions to stock are received at par as follows: 


N'trMBKR OF SlU-RES 
Preferred Common 

John Lane 2,750 

Robert Lane 1,750 

Joseph Madison 500 

Make proper entries in the Subscriptions and Stock Sub=cribed accounts. 

(3) Collected half of Madison's subscription to preferred stock. Stock certificates 

are issued for the amounts collected 

(4) In partial settlement of the stock subscriptions of John and Robert Lane, the 

corporation takes over the assets and as'umes the liabilities of the partnership 
of Lane Brothers. The assets and liabilities taken over, and the partners’ 
interests therein, are as follows: 


Assets: 

Cash. . 

Accounts receivable 

Less reserve for bad debts 
Finished goods . . 

Goods in process . . 
Materials . . . 

Land. . 

Buildings 

Machinerj- and equipment . 
Tools 

Trucks 

Office furniture 

Patents 

Goodn ill 

Total as'ets 


S 1,.>!3.S9 

$ 1C, 703 42 

597.90 ]C,1C5.52 

<ht,S.>4 35 
34,317 8-3 
.58,930 02 
52.000 00 
142,000 00 
I0';,000.00 
2, 100 00 
6,000 00 
4,500 00 
9,000 00 
20,000.00 
5580,042.21 


Liabilities: 

/Recounts payable 

Notes payable 

Accrued intcre't on notes payable 
^lortgage payable — land and buildimr- 6% 
Morteago payable — raachmerj' and equip- 
ment — 5% . • ■ • • 

Accrued interest on mortgages payable 


13.226 40 
75,000 00 
233 33 
50,003 00 

00,000 00 
1,250 00 


Total liabilities . . 


199.709.79 


Partners’ interests: 
John Toane .... 
Robert Lane 


5230,026 23 

lC0,3f>hl0 53^,.T32 12 
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(a) Make a journal entry recording all the assets except cash, and all the 

liabilities except notes payable and Vouchers payable and crediting 
account 2201— Lane Brothers When the interest on the notes pay- 
able IS paid, account 823&— Sundry Interest Expense will be charged, 
therefore, credit the accrued interest ojj notes payable to this account 
When the interest on the mortgages is paid, account 8240— Mortgage 
Interest will be chafed, therefore, credit the accrued interest on the 
mortgages to this account 

(b) Make an entry for the cash m the general cash receipts book, crediting 

account 2201 

(c) The $75,000 00 liability on notes payable is detailed as follows 

Inte»-eBt 

Date Payee Time Rate Face 

fuly 7 Citizens State Bank 90 $21,000 00 

15 First State Bank 60 50 000 00 

S75 000 00 

Record these notes in the notes payable tegister, debiting account 22l)I 

(d) The accounts payabfo totaling $13,220 46 represent items which are to 

be recorded m the voucher roister as follows 


Voucher Register 


VoucheJ 

1 

Issued to 

Terms ] 

1 

1 \ ouchers 

1 Payable 
' 2120 

1 

Sundry Accouat> 

1 Debit 



, Acet 1 

|No 

Amount 

|l9— 1 

1 Aug ! 

2 

1 

1 

Bolton Wire Company 
Morris and White, Inc 

Due Aug 9 1 
Due Aug 5 1 

1 8,976 301 

|2201 

13 22640 

3 1 

1 

Duncotnbe Foundnes 

Due Aug 2 1 

|3,11526j 




The voucher register illustrated above contains only those columns re 
quired for the entnes under consideration 

(e) Your assistant has opened an account in the subsidiary accounts receiv- 
able ledger with each of the debtors Iist^ below 


C E Bruce $ 8,124 30 

J C Burns 3,215 60 

C W Finlej 219 80 

C L Murph> 113 85 

Rowley and Company 1,702 85 

Stinson Motor Sales 3,327 02 


$16,763 42 

(f) Make a journal entry debiting Lane Brothers and creditmg Subscriptions 

to Common Stock for the portion of the subscriptions paid bj the 
transfer of the net assets of the partnership 

(g) Common stock certificates are issued to John and Robert Lane for the 

portions of theirsubscnptions/uUy paid by the transfer of the partner- 
ship net assets The shares were issued to each in accordance with 
his interest in the net assets 2,200 shares to John Lane and 1,G03 
shares to Robert Lane 
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2 : 

(5; Notes receivable dve in J'' 'L;-''’ and '' in-cre-'V are receivc-i fr^n; 

John Lane and Robert I ani- f r ti e pern r- > : rh* ;r steclv a'T'Scnpti”a- n^t 
covered by tlieir capztal inhere:;!-' in ‘h rc' a^-ci; taben ever from the 
partnership. 

Stock certiScates are Lsued to J’kn L.in’ and R cert La-ge fer the aniogn:^ of 
stock subserfued for b}! the.n: nmi j., ^ j-x^-erday 

(6) Buy coal from Niles Fuel and bla'crul C- ni-any. rd.Jt-i' nO . t ;r;iis. net "0 davi 

fCharge account oolo.i 

(7) Pay the Dunenmbe Foumiric' vr'ichr- h'ss J'7 c.ish 'hXvr,::'- 

• In order to compress r.ntiim the i.'-u'' u' ’ra’ r-enth the traasarts 'C' r.-i:ii-h it l- 
desired to include in this practice set. the tine '■•I’ni-i' • : ro'cs an' unus’uilly short. 
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Questions 

1 What IS the purpose of a petty cash fund’ Descnbe the procedure of setting 
up and operating a petty cash fund 

2 If a petty cash fund is operated is a petty cash book necessary? 

3 If a company operates a payroll bank account by drawing a check on the 
regular fiani account for the exact amount of the psytali and depositing this check 
ID the pajToll bank account what would be indicated by 

(a) A balance m the paj'roll bank account m the general ledger’ 

(b) A balance in the payroll account per the bank statement’ 

4, The sj stem of internal check descnbed m this chapter makes the concealment 
of a misappropriation of ca'h receipts unlikely except by collusion among three 
parties ^VTiat are the duties of these three parties with rc'pect to cash receipts 
and why wou/d their co/fusion probab/y be reqvimf to conceal a aiisapprapnafioa 
of receipts’ 

6 Compare the following cash procedures from the standpoint of a good system 
of internal check 

(a) Some of the cash receipts are not deposited but are held in the office 

for making small disbursements 

(b) All cash receipts are deposited dail> and small expenditures are made 

from a petty cash fund which is replenished by check 

6 What are some of the services rendered by a bank’ 

7 Why does the balance shown by the bank statement rarely agree with the 
balance shown bv the depo«itor a boola’ 

8 As«ume that you are reconcilmg the bank account of a company at the close 
of the first month of its operatioas and that you check the bank statement and 
returned checks against the ca<>h receipts and cash disbursements books in the 
mannerdcscribed in this chapter How mil each of the following items be disclosed’ 

(a) Checks outstanding at the end of the month 

(b) Charges made by tl e bank not taken up on the books 

(c) Checks charged bj the bank at a figure higher than their face 

(d) Checks rai«ed {amount fraudulently increased) by the pajee and 

cleared without detection by the bank 

(e) Checks fraudulently or carelessly issued by the cashier without cash 

book entry In this connection can you see any reason why the 
person authonzed to sign cheds should not make the bank recon 
dilation’ 


Problems — Group A 

Problem A-1 The bank balance as of June 30 1948 as shown by the books of 
Wilson W ilhams A Co agreed with that reported by The First National Bank 
During the month of July the ca«h transactions of the company with the bank 
were recorded as shown on the following page 

618 
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Cash Receipts Book 


Date ; 


i Bank 

1948 



1 

July 

3i 


110 40 


O] 


431106 


0 


126[32 


s 


246:91 


15 


178 40 


15 


43 10 


15 


192,70 


18 


120 40 


25 


31 76 


25 


72*30 


31 


140'50 


1 


1,60105 


Cash Disbursements Book 


Check Xo. 

; Date 

Bank 


119 

'1918 

ilulv 

1 i 

0 

i 

S2'93 

120 


51 

IJO’oO 

121 , 

1 


155, 

00 

122 i 


211 

10 

123 : 

1 

9 ) 

23 ' 

46 

124 i 


15’ 

350 

00 

125 j 


19 

91 

|30 

126 1 


l26| 

113 

40 



31; 

3:,o 

00 

127 1 


L 

. 1 . 520 ! 

75 


The bank statement for the month of July shou-ed the foIIoTting: 


Date 


Chocks 

Dc[X)=its 

Balance 



Balance brought forward 


1 

2,410;63 

3 


82.93 


1 

2,32770 

5 



110 

4o; 

2,438 10 

6 


140.56 

557 

3S, 

2,854 92 

8 

Ex. 

.20 

24G 

01 ! 

3,101163 

2,SS7j53 

10 


214.10 


J 

i 

i 

1 

14 


155.00 


2,732'53 

15 


23.46 350.00 

414,20 

2,773|27 

19 

CoL 

.50 

120 

40] 

2,89317 

25 


91.30 

101 

20| 

2,906|l3 



Balance end of month 


1 

2,906' 13 


Prepare a bank reconciliation as of July 31, 19-4S, and any journal entries 
necessarj' to correct the company’s books. 


Problem A-2. During the month of August, 194S, ilson, Williams & Co. 
opened a bank account with City Bank it Trust Company. The company’s cash 
books for the month of August are shoum on pages 620 and 621. There were no 
other entries affecting cash during August. 

The August statements of the two banks, together nath lists of returned checks 
and debit memos, arc as follows: 


The First National Bank 


Date] 


1 

5 


8 

10 

12 

15 

19 

27 

31 


Ex. 

N.S.F. 


Checks 

Balance brought forward 


350.00 


53.40 

1,372.00 

21.50 


.10 


805.86 


126.20 

174.30 

117.41 


331.65 


92.50 

126.20 


Balance end of month 


I Deposit.*: I B.alancc 


923 95 ! 
200 00 , 
1,-50S'S6| 
H7;4i| 
140,001 
55 OOj 
742'02 
99!50 


2,990 13 
3,4SO0S 
2,254 OS 
3,912 94 
3.759 35 
3,093,49 
2,8-17 99 
3,472*00 
3,210*45 
3,021 75 


3,021,75 
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Returned checks and debit memos (rearranged in numerical order) 

Checks 


Debit memos 

No 127 

$ 350 00 

Exchange charge $ 10 

128 

1,372 00 

NSF check 

129 

53 40 

(R.N Shackleford) 117 41 

130 

2150 


131 

803 80 


132 

174 30 


133 

I2G20 


lU 

92 50 


135 

331 65 


137 

126 20 



City Baok A; Trust Company 



Returned checks and debit memos (rearranged in Dumencal order) 


Checks 


Debit memos 


Vo 1 

S 633 60 

Collection charge 

S50 

2 

1000 

CoMection charge 

23 

3 

627 20 

Exchange charge 

10 

4 

1,000 00 



5 

456 00 




Cash Cisborsemeots Book 
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Date 


ISlSi 

Aug. 


CuEDtTS 


Debits 


Account Credited 


J 


1| Elliott Smith 
1 j tyarren F. W'right 
Xotes Receivable 
5* S-ales 

Si J. E. Winthrop 
10( R. X. Shackleford 
12' Sales 

14^ Smith, Witherspoon 
151- Notes Receivable 
15. Sales 
il9j J. F. Shousc 
21|i Caiman Credit Co. 
2Ci Elliott Smith 
2Gj T. J. Haldorson 
3li Adams and White 
;3l| F. L. Bracken 


Co. 


i Sundry 

1 Accounts ' 

. t 

.accounts' 
Rcceiv- ' 

Dis- 1 

count 1 

First City Bank 
National* &. Tni.=t 

JL.F.^ Amount' 

able 

i 

OTi Salc^ 

Bank ? 

\ 

Company 

1 

1 

! 

100 00, 


I 

i 

1 

1 1 

460 00, 

1 

j 

‘ j 

320 

72 ; 

3 

27; 

323T5' 

I 

1 1 1,000 

00 




j 

1 1 

uooo'oo 

I J 320 

oo' 


1 


1 

200 00 

120 00 

1 ! 

1 

1,423 

09, 

14 

23 

1,408 'so; 

1 

^ t 


118 

60, 

1 

15>. 

117.41] 



00 


i 


1 

140 00 

500 00 

i f 

1 

1,028 

50 

10 

29' 

1 

1,01S’21 

1 500 

00, 


i 


i 

500 00' 

! 

f 165 

00] 


*! 

1 


1 

55j00, 

11000 

1 

1 

749 

. 52 ' 

7 

50 

742,02, 

! 

i 


1,300 

00' 

13 

00, 

! , 

1,2S7 00 

1 1 

1 

/o 

001 



75 00 


1 1 


24 

50. 


I 

2150, 


1 


410 

50 

4 

17j 

! 

41233 


i 

257 

50* 

0 

5s; 

254,92 

1 

f 2,025 

00 

0,179, 

93,_ 

56* 

23.. 

4,30lil0i 

4,4471.54 


From the information presented above and in Problem A-1, prepare reconcilia- 
tions of the two bank accounts, and any journal entries necessary to correct the 
company's books. 


Problems — Group B 

Problem B-l, On March 31, 19 — , the bank statement received by the Lucas 
Company showed a balance of SC, 775,05, The books of the company showed a 
cash balance of .$7,202.23. 

Prepare a bank reconciliation, using the following infonnation; 

The following checks issued during March had not cleared the bank on 
Alarch 31: 


No. 1572 S210.21 

15S5. . . 7.29 

15S7 115.93 

1593 72.09 

The comp.any's deposit of IMarch 31, in tlie amount of C'648.13, was not 
credited to its account by the bank until April I. 

The bank, under date of Alarch 31, charged the company’s account nnth an 
item of S1S4.00. Upon investigation it was found that this^was charged 
to the company in error, since it was a check of Lucas and Son. 


Problem B-2. Prepare a bank reconciliation for the A' Company on De- 
cember 31. 19 — , using the following data; 


Balance j>cr books 

Balance per bank statement 


S .5,050.11 
10 , 010.02 
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Items on company books but not on bank statement 
Deposit in transit — mailed December 31 685 00 

Outstanding checks 

K60 3,221 09 

K65 1,002 00 

K66 918 70 

K70 298 97 

Items on bank statement but not on company books 

Debit memos for collection and exchange charges 1 25 

A charge on December 31 for a $300 00 note and $3 00 inter ■ 
est This note was originally received from D 0 Ander 
son and n as discounted by the X Company at the bank 
It matured on December 31 and was not paid by Anderson 303 00 

An N S F check received from Hans Hills 2 00 


A check m the amount of $3 506 18 received from Peter 
Bryant, as recorded by the bookkeeper as $3 605 IS 

Also submit the journal entries required to correct the books 


Problem B»3 On August 4 10 — , the Norris Co established a petty cash fund 
of 3100 00 

Dunng August the petty cashier made the follomng disbursements 


Aug 


5 (7012) Stationery and Printing 
8 (6070) Advertising 
13 (7071) Postage 

15 (7090) Miscellaneous General Expense 
19 (5172) Freight In 
24 (6070) Advertising 
28 (7090) Miscellaneous General Expense 
80 (7090) Miscellaneous General Expense 


S14 73 
1147 
18 00 
4 75 
2 59 
1704 
892 
717 


On August 31 the fund was replenished Give, m journal form the entry to 
record the establishment of the fund, assuming the raucher system is not used 
Record the transaction? in a Petty Cash Book with special columns for Miscel- 
laneous General Expense, Advertising, and Stationery and Printing Use the 
numerical chart of accounts presented m Chapter 23 

Give the entrj , in journal form to record the replenishment of the fund 


Practice Set {Continued) 

August 3 

to him, $5 340 00 

(9) Give F J Donovan, Inc a 20-day, 6% note in the face amount of $20,614 90, 
for matenals purchased today 

(10) Insurance policies expiring one year from Augiut 1 are received today from 
Scott and Scott, together with Hieir bill for S4 920 00, terms, cash in 10 
days Use the expense control columns in the voucher register to make the 
following apportionment of the preimum cost 

$3,600 00 
1200 00 
120 00 


Account 5355 
Account 6055 
Account 70o5 
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Do not forget that 3'ou arc to make the po<;ting? to the sollin" evixsii'c analv^h; 
record. 

(11) Discount our 20-da}' note for $10,000.00 at the First State Bank Proceeds 

$9,906.67. 

August 4: 

(12) Receive a 20-day, 6% note from EUis Screen Company for $1,200.00, the 

amount of today’s sale. 

(13) Purchase materials from Graham Brothers, $34,872.00. Terms, 2/10, n/30. 

(14) Issue a check for .$.300.00 to City Garage Company for garage rent for delivery 

trucks for August and September. 

August 5: 

(15) The Robert Lane note is discounted at the First State Bank. The proceeds 
are computed as follows: 


Face of note . $14,6!)3.S1 

Add interest at GG: for 20 days 4S.9S 

Value at maturity $14.7 12.79 

Deduct discount on $14,742 79 for 17 days at 6G 41.77 
Proceeds $14,701.02 


(16) Purchase oil and other factor}* supplies from Benson Supplies Companv, 

.$2,413.90. Terms, 2/10, n/30, 

(17) The discount period on the Morris and White, Inc. voucher e\piros today, 

and we want to take advantage of the 2G discount. However, we have 
reported some unsatisfactory materials and have not yet arrived at an agree- 
ment regarding the amount of credit we should receive. By agreement with 
Morris and White, Inc., we now make a partial settlement of $5,000.00, 
being allowed a discount of $100.00 and sending them a check for $1,900.00. 

August 6: 

(IS) Discount the C. E. Bruce 20-day, 6% note at First State Bank. Discount 
rate, OGi proceeds, .$5,342.02. 

(19) Receive a 20-day, OG note from Manley and Rogers for today's sale, 

$18,630.00. 

(20) Purchase materials from Jlorley Casting Co., .$4,19G.S0: term-, 2/10, n/.30. 

(21) One of our trucks is to be used by Sandford. White & Co. (one of our customers) 

for a few days. Charge $50.00 to their account. 


August S: 

(22) The First State Bank holds the .$.50,000.00 real estate mortgage a^^^umed by 
the corporation when the partnership’s at.-ets were acquired. It h de-ired 
to retire this mortgage, and the bank coru-ents to the following settlement: 


Principal of mortgage 

.Accrued interest: 

To July 31 $500.00 

August I-S 66 67 

Premium — IG id jirincipal — (Charge Earned 

Surp!u-1 

.Vmount of nlin-k i«ucd t{>d.av 


$50,009 00 


565.07 


500 00 
$51,005.07 
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(23) Isbue a check for S 63 80 to LippCTt Bedaction Companv for matenaU pur 

chased today terms cash 

(24) Draw a "^200 00 check to the order of the petty cashier to establish a pettj 

cash fund 

f2o) T R. Price the sales manager is to be allowed in lieu of salary a commission 
of of 1 ^ of net sales his drawings are to be deducted from his commis- 
sion and the balance is to be paid to him at the end of each month. Pnee 
Ls paid SoOOOO today Chai^ accoont 123“’ — R Price Drawings. 
(20) Henry E Ivewman, Inc telejdioned os today and said that they forgot to 
deduct the discount to which they were entitled their remittance is re- 
corded in the cash receipts from customers booL 4 check for the amount 
of the discount was sent to them 

August 9 

(2~) Kettleman and Company accept a lO-day draft for $3 12o 00 the amount of 
the sale today The acceptance is discounted at 6*^ at the Fir®t State BanL 
Proceeds S3 119 79 

25) Purchase materuls from Weber and Fields $9 400 00 terms lO-daj atv 
ceptauce for amount of inioice less 2% discount We accept the draft 

(29) Pay Bolton Wire Company the ^9# 6.30 Toucher recorded August 1 less 2% 

cash discount 

(30) Factory supphes purchased from Benson Supplies Company on \ugu5t o at 

a cost of $316 80 are returned to them with their consent 

kugust 10 

(31) Kettleman and Company insist that if they pay the 10-day draft which they 

accepted y esterday they should be allowed a 2^ discount Make a \ oucher 
for the amount of the discount <62 oO this vouchei will be paid if Kettleman 
and Company pay their acceptance 
CS2) The following purchases of matenab are made 

McKinnon Company — net 30 days $211500 

Baxter A Beale — 2/10 a/30 f oo Lakewood 5 621.7o 

(33) Issue a check pay able to sales manage- T R. Pnoe for <'’96 80 for salesmen s 
tra^ el mg expenses. 
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Questions 


1. John Brown’s accounts receivable ledger contains the folio vnng account; 

Roy Kamm 

Julyi 13 2/10, n/30 | j oGOpO: ~ T 

In Brown’s voucher register there is a voucher payable to Kamm for $890.00 
subject to 1% discount if paid before July 10. 

(a) Bljat paj-ment by Brown on Juh'' 9 will settle the balance due Kamm? 

(b) itiake the entry (journal form) to record this payment. 

(c) How will this pajunent be recorded if Brown’s books of original entry are 

similar to those used in the practice set? 

2. Jones buj's goods from Robbins on June 5 for ,$887.90; terms, 1/10, n '.30, 

f.o.b. destination. Jones pays the freight, .$-15.07. On June 7, 
goods costing ,$175.45 are found to be defective and are rcturncrl; 
the freight on this return, also paid by Jonc-", is $20.40. What 
remittance by Jones will settle this account on June 14? 

3. How should the following be shown in the balance sheet? 

(a) Accounts receivable from stockholders. 

(b) Accounts receivable from employees. 

(c) Accounts receivable from customers. 

(d) Accounts receivable from officers. 

4. How’ would you interpret each of the entries in the following account? 


Reserve for Bad Debts 


194S 

j 

h i 

" 31947 

3li 

I 

Js| 2,000 |oO 

1 1 

J15, 2,200'00 

* i 

Aug. 

J12. 2251 

1 

3G Dec. 
11918 
iDcc.i 
|l9!9i 


1 


jEcb.! 

24) 

.120, 225;3G 


6. Suppose that the Resen-e for Bad Debts has a debit balance of $.309.75 
before closing the books for the year on December 31. Aging the customers ac- 
counts yields the following information: 


Acc 

1- 30 days. . 
31- GO day.s. , . 
Gl- 90 d.avs. . . 
91-120 d.a>-s. . . 
5- fi months 
7- 12 months 
Total 


Expected 
Amount Ixi°s 

SC,0G3.S7 
1,51.3.25 S12=5.(>1 

C59.0S 25$'(, 

.319.70 .WTc 

134.75 $119.80 

2.57.4.5 100% 

siToio.io 


625 
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The probable losses shown were carefully computed What entry or entries 
aflectmg the Reserve and the Bad Debts accounts are necessary? 

6 Descnbe three methods of estimatu^ the amount to be credited to the 
reserve for bad debts 

7 The following entry was made for an account considered uncollectible 

Reserve for Bad Debts 200 00 

R F Borns 200 00 

Assume that $100 00 is collected What entries should be made if 

(a) It 13 thought the account may now be collected in full’ 

(b) No more collections are expected? 

8 How should credit balances in the accounts receivable be presented in the 
balance sheet’ 

9 Discuss the reasons underlying the cost or market rule for the valuation of 
inventories 

10 Can the gross profit method be applied to the valuation of raw materials 
and goods in process? 

11 If the inventory of finished goods is valued at market purchase prices be- 
cause they are lower than cost, does the profit end loss statement correctly state 
the gross profit on goods sold? 

12 A company purchases merchandise for $15 000 00 and sella half of it for 
$10000 00 Themarket value of the remaining half is $C 50000 Prepare a partial 
profit and loss statement which mil give a true statement of the facts 

13 What 13 the advantage of the atternatne method of recording purchase 
discounts described m Chapter 25’ Are there any disadvantages? 

14 At the end of a period the amount credited to Discounts A% ailable on unpaid 
vouchers is $75 00 Of this amount $30 00 applies to unpaid vouchers on which the 
discount period has expired Give the adjusting journal entry After the books 
have been closed, what reversing entry is made’ 

15 Assume that you msh to record all expenses by one or the other of the fol- 
lowing methods 

(a) Charge all expense eiqwnditures to expense accounts and set up 

prepared expense accounts at the end of the period if necessary 

(b) Charge all expense expenditures to prepared expense accounts and 

wnte off the expired portion of each expense at the end of the period 
by a charge to an expense account 

Which method would you adopt’ 

16 Assume that m keeping a set of books you decide to use both of the above- 
mentioned methods of dealing with expenses using in each case the method appro- 
priate to the conditions What will govern your choice of methods? 

17 For what four purposes may resenes beset up’ Give examples 

Problems — Group A 

Problem A-1 PittsfiSld Company sells merchandise to Bamfold Company 
The books of Pittsfield Companj ^aned a balance of $2 317 82 receivable from 
Barnfold Company on May 31, 19 — on the ^me date the books of Barnfold 
Company showed a liability of $604 11 to Pittsfield Company 
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You are asked to determine why the accounts do not agree. You ol>tain a copy 
of the account receivable on Pittsfield Company’s books, and a copy of the account 
payable on Bamfold Company’s books. These accounts arc in' the laboratory 
material. 

You are not asked to determine the correct balance; you arc asked only to pre- 
pare a list of all differences in the accounts and to prepare a reconciliation statement 
showing that the differences in your list account for the difference in the balances 
of the accounts. 

You will proceed as follows: 

Check the debits for sales in Pittsfield’s account with Barnfold against the 
credits for purchases in Barnfold's account with Pittsfield. Put check 
marks after the items which are in agreement. 

Check the debits for payments, returns, etc. in Barnfohi’s account with 
Pittsfield against the credits in Pittsfield's account with Barnfold. Check 
the items which are in agreement. 

Enter the unchecked items in the statement headed “Details of Differences in 
Accounts”. Foot the four columns of this statement. 

Enter the totals of the statement of details in the Reconciliation Statement, 
and foot the two columns of this statement. If the totals are in agreement, 
the accounts are reconciled. 

Problem A-2. A company purchased a building on January 1, 1949. Its Rent 
Collected in Advance account contains the following credits for rent collections in 
1949 on leases: 


January 

1 

Three yc.iro 

.$0,000.00 

Februan- 

1 

Two vears 

0,000.00 

March 

1 

Two rears 

4,.500 00 

April 

1 

One year 

3,000.00 

Mav 

1, . . 

Two vears 

3,000.00 

June 

1 

Three vc.ars 

0,000.00 

Julv 

1 . . 

Six mouths 

1,200 00 

August 

1 

One rear 

3,000 00 

September 1 . . 

Six mouth'- 

1,800.00 


Give the entries necess.arj' to take up rent eanicd on December .31, 1949. 

Problem A-3. The Libertj' Finance Company borrowed .substantial sums of 
money from banks, paying discount as follow 

Date Period 

of Loan of Lo.an 

January 1 ... CO daj's 

15 30 dal's 

Fcbruaiy 1 120 day« 

March 15 90 days 

These pa\'mcnts were charged to Prepaid Bank Discount account. 

Compute the amount of discount expired in each month and set up the Prepaid 
Bank Discount account and Discount Expense account as they would ap)>car on 
March Si, after making transfers to the e.x[>en=e account. The books are not to be 
closed until the end of the ye.ar. The comp.anv, in its co.mputations. uses the actual 
number of days in each month. 


.Vmountof 

Discount 

.? :>oo.oo 

300.00 
1,000.00 
750 00 
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Problems — Group B 

Problem B-L The lIDler Disbibntu^ Company made the folloT^ing purchases 
during the jear It had no laientorj before the first purchase 


Januarv 15 
March 27 
May 3 
Augu.^ 12 
October 15 
December 8 


250 units at $1 75 
300 units at 180 
100 units at 1 87 
400 units at 1 9-1 
320 units at 1 97 
275 units at 2 00 


On December 31 the iiiientory contained 675 units Determine the cost ^alu 
ation of the ini eDt073 bj each ol the /olioning methods 

(a) First-in, first-out 

(b) Last in, first-out 


Problem B-2. The Woodlatcn Corporation had a fire in its warehouse on Sep- 
tember 30, 1949, which destroyed lU mientory of merchandise Estimate the 
inrentory of goods on hand on September 30 

The following balances appear^ on the books on September 30 

Sales $115,000 00 

Returned Sales and Allowances $ 4 500 00 

Purchases 60 OOO 00 

Returoed Purchases and Allowances 3 200 00 

laventcifs December 31, 1918 15 000 00 

Freight In 1,200 00 

In the past the TToodlawn Ooiporatioo made a gross profit of aopromaatelf 
31% of net sales 


Practice Set (Continued) 

August 11 

(34) Gi%e a $29,730 00 note to C D Fulton d, Co for a purchase of machmery 

The note bears 6% intCTC't and is due m SO days 

(35) Purchase materials from Bubbard and Laurel, $0,334 70 Terms, 2/10, n/30 
(30) Pay the Scott and Scott soucher erf August 3 

(37) iloms and White, Inc , finally agree to allow us a credit of $500 00 because of 
our claim that matenais purchased from them were unsatisfactory Today 
we settle the remainder of our mdebtedness to them Although the dis- 
count period has expired, we are allowed the regular 2% discount because 
the delay in malrng complete BCttlement was caused by their delay m allow- 
ing us proper credit 

Augu'=:t 12 

(3S) G E BoyceaceeptsalO-day draftforSn.TllOO.theamountoftodaj ssale 

less 2% The acceptance IS discounted at the ITrst State Bank. Proceeds, 

$11,691 48 
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(39) A purchase was made from Weber and Helds on Aujpist !), and a KHla.v draft 
was accepted for the amount of the invoice, !c== 2'~(. discount. Merchandise 
billed to us at S-JoO.OO uas returned; make the follouing journal entry to 
record the return: 

1233 — ^Weber and Fields 411.00 

8101 — Discount on Purchase^ 9.00 

5179 — Returned Purchases and .VIIow antes 450.00 

Make a notation in the Remarks column of the notes paj'able register; if 
Weber and Fields hold our acceptance to mat\iriiy, we can apply the -?441.00 
toward the pa}’ment of the acceptance. If Weber and Fields discount the 
acceptance, it n-ill be presented to us by the endorsee, and we shall not be 
able to apply the offset; in that event v\'c shall demand a cash pajunent from 
Weber and Fields. 

( 10) Pay the following: 

Nelson and Mason — for advertising , . $873.00 

Daily Neics — want ads for factory labor (charge account 5390) 22 7.3 


August 13: 

141) P. B. Munger accepts a 10-d.ay draft for •?30,000.00, the amount of the sale to 
him today. 

(42) Settle the Graham Brothers voucher of August i in the manner detailed 
below. 


Graham Brothers invoice 
Less 2% discount, . 

Net 

Transfer the P. B. Munger acceptance 
Less discount at GSo for 10 days 
Discounted value. . 

Remainder paid in cash. 


$34,872 00 
C97.4 1 
$34,174..3R 

$30,000.00 

50,00 

29,950 00 
$ 1,225.50 


Record the entire transaction in the c.ash disbursements book, 

(43) The entry in the cash receipts from customers book for the collection from 
Wilder ifc Simpson indicates that the amount of the remittance was computed 
as follows: 


Invoice, August 5 

Less 29c discount ^44.31 

Remainder $7,071.29 

Less allowance, August 8 20^.60 

Remittance $6,862. 6^ 


The customer has been notified of the error. Make the proper correcting 
entrj’. 


August 15: 

(44) Purchase materials from Cleveland Foundrio=. ^17,000.ro; they p.a> the 
freight (S195.00) although the terms were f.o.b. Cleveland. We give them a 
30-day note without interest for the materials .and freight. No discount 
allowed. 
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(45) Pay East and West Railroad freight bill which is detailed below 

$306 87 On purchase from Baxter 4, Beale on August 10 Smce the terms of 
the purchase were lob Lakewood we will deduct this $306 87 
when we pay the voucher Therefore charge account 2129 — 
Freight to be Deducted The Baxter 4, Beale freight bill has been 
attached to the voucher payable to that company to serve as a 
reminder that the deduction is to be made when the check is drawn 
and so that it can be sent to the creditor as evidence that the freight 
was paid Write a memorandum Freight to be Deducted 
$306 87 in the Remarks columnof the voucher register on the hne 
for the Baxter & Beale voucher 

48 65 On sale to D G Welch on August 12 Since the terms of this sale 
required that Welch bear the expense of the freight the $48 65 
should be chained to 1 im The charge should be entered m the 
Accounts Recen able column of the voucher register the customer s 
name should be written beside the amount so that the assistant 
bookkeeper will have the information he will require to post the 
entry 

47 2o On returned sales 

93 60 On sales 
$490 37 

(46) Pay the Benson Supplies Company voucher of August 5 less return and dis 

count 

August 16 

(47) A credit memorandum of $813 19 is received from Baxter & Beale because of 

defective matonals received August 10 (The credit memo is pinned to 

the voucher ) 

(48) Receive a bill from The Davison Job Fruiters terms 15 days detailed 

follows 


Factory forms (aceo lilt 5311) S 29780 

Sales forms (account 6090) 216 30 

Bookkeeping suppl es and office forms (account 
7012) 1 160 00 

Total 81 674 10 


(49) Your as«istant has prepared the payroll summary for the first half of August 
(The charge to account 1331 — ^Rlachmcry and Equipment represents labor 
in making machinery installations ) 

Your work in connection with the payroll consists of the following 

(a) Post to the general ledger accounts and the selling expense anal} si? 

record (Your assistant will post to the manufacturing and general 
expense analysis records ) The accounts to be debited and credited 
are indicated on the payroll summary 
The net payroll Iiabilil} to emplojees is shown by the summary to be 
$13 727 04 

(b) Record a check payable to Payroll (This check is cashed for the pur 

pose of making payroll paymoits ) 

If you have not read Appendix 1, do so at this tune 
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Aiimst 17 : 

(50) Send Moriey Casting Co. n for rho nr-t a.monnt rho -• ,uo:.<--r 

payable to them. 

(51) An account receivable fr.jm C. V,~. Finky, ta.^en. f,'.-or in m ti’.c parrnord.ip. 

in the amount of j5210..';o. k placed in the Land.-- < f an attemey k'r coUocti. n: 
and the S113.85 account receivable from t'. L Murrdi". t.ahen o*.-er fr.m 
the partnership, l.= vrrifrr-n off. 

(52) A credit memorandum ha' been i.--ucd t.i J. C. Burn.' t > rr-n rd an error ir. 

footing the invoice of Aiiin.'t 11. th'- total r.f 'vl.ich -lif ul'i iiave i.f-n 
§5,1)75.80. Since thi.' credit memorandum .’.'.i.' not t'-ur-i for either .-i n- 
tiim or an allowance, but to corrert, an <-rror in the hilled -elh’na price, the 
i.=Huance of the credit memo should not involve a debit to Returned S.iic-' 
and .Allowances, but .‘=hnu!d involve a debit, to Sahw. Therefore, no amount 
wa= entered in the returned sales and allowance' book, and a tniima! c.utw.' 
should be made. 

(53) Purcha.=e office supplie.s from Davis it Davi', .§I22..';0, rerm.s, net 15 day- 
.August IS: 

(54) A check for .§107.15 i.s received from Lippert Pv.oduction fomnany for maf’rial? 

returned. 

(55) A check is sent to Ba.vter & Boaie in -ettiement of the vouciic.r of .Viiri't 10. 


Invoice. . 

55.624.75 

Less return, .liigust 16 

•^i:! 10 

Invoice net of return 

.S-*.'!! 56 

Leas 2'Jc discount 

96 O-'i 

Remainder 

5^.715 .33 

Freight paid for them, .\.u!rti.=t 15 

206 S7 

.Amount of check 

1.40^- 


(56) Record in the ca=h disbur=cments book a rcfiim ot matenai- to ILiiibard and 

Laurel, §702.00, and rho L'.'uanco of a chock in pa^unent of tiie rmaindcr of 
the voucher of .Vumist 1 1 . 

(57) Ye''ferda 3 ' a credit memorandum for SO.iO.OO w.a.j to TTamer Br^tner.'. 

A further inspection of the morcham'iise indica*C'' that thov' =hou!d have 
been credited with onh' §575.00. 


.Aiigu.gt 19: 

(5S) Under the terms of the sale to O. O. Fergumn on Aurist ;J, intcro'^r. .at 6'-; 
accrued on the §3,212.90 account after .lug-ist 13. Today we recei".-; from 
Ferguson ca,«h and a note, a.'^ follow-: 


Cadi: 

To applv on account - - • 

Tntercst’on .« I, .500.00 from .\uau.'-t 1,3 to Atiiro-'t 19 
Total — rerorded in co-'h receipt.' from cu.=tonier' bi.ok 

.1 30.<lav note, dated .luini.'t 19, lor: 

The balance of the .accoimt <?3, 212.90 minii.' .Sb.TO.OO 
Intcre-r on .Sl.riAW fnira .Vuiri't 13 to bememher U. 
(credit accniint 2!35 — Infcre't Collected m .\dv.a..coi . 

Fane of note. , 


SI..T -0 CO 
1..10 
gl.oObCO 

51 . 712 . 9 ') 

i0.2< 

-Si.rj;’, k 
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Record the receipt of the note and make such entry as may be required for 
the SI 50 interest 

(59) The Ivettleman and Company acceptance discounted by us on \.ugust 9 rras 

paid by the drawee todaj Pay Rettlemaa and Company the Toucher for 
the ’^62 50 discount which we agreed (see transaction 31) to pay them if 
their 10-daj acceptance was paid at maturitj 

(60) Vt eber and Fields present the 10-day acceptance dated \ugust 9 and we issue 

a check for the net amount we owe fhpm. 

August 20 

(61) The freight deduction taken by Warner Brothers m the settlement recorded 

today in the cash receipts from customers book mcludes ^61 "o paid by 
them on mercliandise returned on August 1" The entry in the cash re- 
ceipts from customers bocA. charges the total amount of tl e frei^t to ac 
count 6061 Freight Out ^1 7a should have been charged to account 
6063 — Freight on Returned Sales Make a coirecting journal entry 

(62) An entry in the cash rece pts from customers book shows that J C Bums 

made a reimttance in settlement of his invoice of August 11 The re- 
mittance was computed as follows 


Invo ce t6 07e 80 

Less 2^ cash discount 121 o2 

Net 85 904^8 

Less fre ght 49 ~o 

Cash remittance 35 904 53 


Bums apparently overlooked the credit memorandum which we usued to 
him on August 17 becauseofanoverfootingoftbeizivoice Hesbouldhare 
computed h s remittance as foUovrs 


Original mvo ee 

$6 07o 80 

Less cred t memorandum 

100 00 

Corrected biUing 

$a 9"o so 

Less 2^ discount 

119 o2 

Net 

$0 8oG.28 

Less fre ght 

49 75 

Cash remittance 

So 606 53 


Make whatever journal entry is required to adjust the accounts Bums is 
notified of the ovTrpayment of his account 

63) Effectn e today part of one of the buildings has been rented to Millen Hard 
ware Company for one year at $300 00 per month. TTie first month s rent 
IS collected today Credit account 2^1 — Rent Collected m Ad -ance 
Monthly transfers wiH be made to account 81’’! Rent Income 

Augu t22 

f 4) John Lane makes a partial payment on his note and gives a new note for the 
balance The details are presented below 
John Lane s present indebtedness 

Note $54,973.77 

Accmed interest — 20 days 183.2a 

Total 


$55 157 02 
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Payment of. 

A 30-day, note, Mgnod by Fred Hamilton, 

dated July 31, taken at discounted value: 

Face . .?1.'5, 000.00 

Interest for 30 days 75.00 

Value of maturity $15,075.00 

Di.scount on .$15,075.00 to .\ugusl ,1) — 

8 days 20.10 

Discounted value, .\upust 22 
A new 60-day, 6*^ note for 
Cash for the remainder . 

Total 


$15,0.A1.90 

30,000.00 

10 , 102.12 

$,55^15A02 


Make entries in the notes receivable repster and the ca«li receipts book. 
Since Lane is not a castomcr, it is not necessary to make a journal entry 
charging the old note back to an account with him. 

(C5) Robert Lane today paid the bank his discounted note for .$II,G93.S1, with 
interest thereon. 

(GG) Give our check to First State Rank to pay the discounted Royce acceptance, 
due and dishonored today. 

Wien Bo3'ce accepted tlie draft due in 10 daj’.s, lie w.as allowed a di.scount of 
S239.00, which he now forfeits by failure to pay the acceptance. 

(G7) Pay Stinson Motor Sales ?3,S00.00 for a new truck received today. 
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Questions 


1 Should the following a‘?sets owned by a manufacturing company be classified 
in its balance sheet as fixed assets’ 

(a) Land on which its factory is situated 

(b) Land used as an experimental farm for the improvement of grain 

used aa one of its raw materials 

(c) Land and buildings formerly used as the company’s factory, but now 

leased to another company 

(d) Land which the company purchased two years ago and which it hopes 

to sell at a profit, the land is not m use 

(e) Land which is not at present m use, but w being held for possible 

plant expansion 

2 A fixed asset IS manufactured by a company for Its own use At what cost 
should it be placed in the asset account’ 

3 If a company constructs a fixed asset for its own use at a cost which is less 
than that at which it could have been purchased from outsiders at what %alue 
^hould it be shown on tlie books’ 

4 Should the following be charged to the asset account, to the related depre- 
ciation reserve, or to expense’ 

(a) Broker s commission m conncctioD with purchase of real estate 

(b) Taxes accrued at the date of purchase 

(o) Taxes after purchase 

(d) Cost of remodeling a section of the building to convert it into an office 

(e) Annual painting and decorating costs 

6 Jlachinery was purchased for 550,000 00 and sold at the end of 5 years for 
$45,000 00 A reserve for depreciation had been provided m the amount of 
510,000 00 Gi\e the journal entry to record the sale 

6 ^Vliy IS it unnecessary to amortize the cost of a trademark’ 

7 Is there any objection to cha^ng all depreciable factory fixed assets to a 
Plant account and charging depreciation at 10% of the balance in this account, if 
10 years is the average life of the fixed assets’ 

8 Why IS depreciation not ordinarily credited directly to the fixed asset 
account’ 

9 How may the profit or loss on the disposal of a depreciated asset be deter- 
mined’ How should such profits and losses be treated in the books of account’ 

10 ^\Tiat IS goodwill and how may its value be determined’ 

11 l^Tiat are leaseholds and leasehold improvements’ Explain the accounting 
procedure applicable to them 

12 If a fixed asset is disposed of at a pnee m excess of its net book value, is it 
necessarily true that the depreciation provisions of prior periods were incorrectly 
computed’ 


694 
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Problems — Group A 


Problem A-1. A corporation wa*; organized on January- 1, 1950. At the end 
of the } ear its ledger contained a Land and Building’'^ account, "u ith debit and credit 
entries as show'n below. Tl\e bookkeeper stated that the entries in this account had 
been made in accordance uith the accounting principle th.at all costs during the 
construction period should be capitalized. 


Debits; 

Incorporation fees and exj^n'cs § 500.00 

Other organization evpcnse.-i , 300.00 

Co=t of land and old buildings (One building, the cost of 
which w!is estimated to be S25,000 00, wa.s to be retained ; 
the others were to be demolished) 100 000.00 

Broker’s comtnis.sion on purchase . . . 1,000.00 

Attorney’s fees for the year: 

Incorporating company . . . ,100.00 

Examination of real estate title 100.00 

Patent investigation . ... 500.00 

Peal estate ta.xes accrued at date of acquisition . 1,800.00 

Pa\dng assessments; 

1919 250.00 

1950 2.50.00 

Cost of rehabilitation of building retained 0,300 00 

Contract cost of new building completed June 30, 1950 350,000.00 

Real estate taxes for 19.50 3,000.00 

Cost of demolishing buildings 7,500.00 

Interest on $350,000.00 for six months at 0''f iTlie building 
was paid for with funds obtained from the .'ale of preferred 

stock) 10,500.00 

Semiannual diNudend on preferred stork 12,500.00 

Material, labor, and overhead costs of partitions, shelxdng, 
etc., installed by company employee,' 12, -100. 00 

Excess of price quoted by a contractor in bid for partition', 
shelving, etc., over the $12,100 00 'tated above 2,000.00 

Salary of John Smith for first six montli> of t he year, .''mitli 
supers'i.^cd the building construction, after June 30, he 
served as factorx- superintendent 1,500.00 

Discount on $175,000.00 of preferred stork is'iicd for cash to 
obtain funds for purclui-'C of land and old buildings and 
construction of new building . . 9, ,500.00 

Preferred stock pven to a contractor for filling in .'ii amp- 
land, grading, land.'caping, and pan'ng road.s and haying 
sidewalks through the premises The contractor's hid 
was $25,000.00, payable in cither ca'^h or preferred stock. 25,000.00 
Rcplaecment of windows broken in .Vugii't 35.00 

Repairs necessitated by a cyclone in Scptcmlier . 5,000.00 

Total debits $.530,835.00 


Credits; 

Proceeds of sale of a jKirtion of the land . S 10,000.00 

ProceciLs of .sale of .salvage from building demolished 0,000.00 

Credit to reduce baiance to round amount of $500,000.00; 
the offsetting debit w.as made to Paid-in Surplus, an 
account which had been credited with part of the pro- 
ceeds of the i'su.ancc of iio-p.ar common stock 31,835.00 

Tot.al crwiits • • • • $ .50,835 00 

Balance $..500,0 00X10 
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Show what items can properly be included m the determination of the cost of 
the £and aad the cost of the buddings 


Problem A-2 Following is the Madimeiy account of the Denver-Pascot 
Corporation, as of December 31, 1949, together with the Reserve for Depreciation— 
Machmery account 




On April 1 1949 the company acquired new machinery, having a list price of 
129 000 00, for S2o 000 00 in cash and the machinery acquired on January 1, 1947 
Give journal entries to adjust the accounts, as of December 31, 3949, on the two 
following bases of accountmg, both of which are regarded as acceptable 

(a) Depreciation provisions are made annually, at 12^% of the closing bal 

ance in the asset account, no special provision for depreciation on 
assets sold IS to be made for the period from the first of the year to the 
date of sale and the profit or loss on the disposal of an asset is to be 
based on the net book value at the preceding December 31st 

(b) Depreciation is to be provided at the rate of 12J^% pef annum, depre- 

ciation on assets disposed of is to be computed for the fractional penod 
from the first of the } ear to the date of sale, and depreciation on assets 
acquired is to be computed for the fractional period from the date of 
acquisition to the end of the year 


Problems — Group B 


Probleai B-1 The X Company made the following expenditures 


January I, 1948 
Used dehvery truck 

January 15, 1948 
Garage bill as follows 
Overhauling motor 
New body 
New battery 
Gas and oil 


13,500 00 


$ SO 00 
315 00 
15 00 

10 50 420 50 
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Jane SO, 194S: 

Tires — to replace worc-out ones. . . 

October 15, 1950: 

0\-eriiauIms of motor, replacing pistons and bear- 
ings, new drive shaft ... 

Give the journal entries to record the.se transactions. 


S5.00 


350.00 


Problem B-2. The articles of partnerslup of the hrm of .-1. 5, and C, who 
.'b;tre profits and losses equally, contained the fo[!ov.-;,r; provi-hn: ‘Tn the event 
of the death of a partner, the goodwill of the tinn <haii he ctenputed by capitalizing 
at 12’4% the excess of the average earninrs for the three inll rears pri 'r to hi- 
death in e.xcess of lOTc d the net worth of the fiim :ts jltown by the books at the 
end of the year prior to his death.’' 

B died on May 3, 19.50. The profits for the tiiree preceding rears were; 1947, 
^11.350.110; 194S, S12.2ST,95: 1949, $12.20.5.85. The balances in the C.apital 
accounts on December 31, 1949 were- .4. $30,000.00; S. $2,5.000.00; C, $20,000.00. 

Make the proper entrj- for the gooduill. 


Practice Set (Continued) 

.August 23: 

(OS) Give the First State Bank a check for $5,357.80, to pay the C. E. Bruce note 
discounted on August 6th. dishonored today. 

(69) On August 13 we transferred a P. B. Munger acceptance to Graham Brothers, 

the acceptance was dishonored today. .\ check for $30,000.00 is sent t-i 
Graham Brothers. 

(70) Pay F. .1. Donovan, Inc., $20,683.62 for the 20-d.'iy. 6*^ note given on August 3. 

(71) The discount taken .\ugu.st 17 im the Morlcy C.a-ting Co. voucher was disal- 

lowed, because the discount period had e.xpired. We issue a check today 
for the discount. 

(72) Purchase typewriters for cash from Lowrv' Office Outfitters. $345.00. 

t73) The note payable which we <iiscounted .at the First State Bank is due texiay. 
"We renew it by giving the bank a O'T: note due in si.x d.ays for $10,000.00. 

(74) Collect the rem.aiuder of Joseph Mailism's subscription to preferred stock. 

Certificates for the stock are issued to iiim. 

August 24; 

(75) Ellis Screen Company pa.v's note and interest due today. $1,204.00. 

(76) In settlement of the dishonored acceptance charged to P. B. Munger yesteniay. 

we receive cash and a 30-day. e'T cote of W. E. Dennis, dated July 30. 
The settlement is detailed below; 

.Amount of dishonored Munger acceptance . . -?3O.0G0.0O 

Dennis note: 

Pace $20,000.00 

Add interest for SO days at 6G- 100.00 

Value at maturity . . . $20,100,00 

Less di-count on $20,100.00 for 5 dav-s at G^c 16- * 5 

Discounted value - ■ • - 20.053.25 

Cash reeeb'cd recorded in the ca.'h receipt'^ 
from customers . .... 


S 9.9 IG.!-’' 
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When the note j? coUected at matunty, the 8100 00 interest will be credited 
to Interest Income therefore, the 883 25 interest allowed to Munger should 
be debited to that account 

(77) Machinery is purchased for $3950000 from Johnson Machine Company 

A cash payment of $19 500 00 is made today the balance is payable Sep- 
tember 24 

August 25 

(78) The note received from John Lane on August 22 is discounted at the Fu^t 

State Bank The proceeds arc computed as follows 


Fate $30 000 DO 

Intereatat6%forC0da>R ^300 00 

Value at maturity $30 300 00 

Discount on $30 300 00 to October21— )7 davs 287 85 
Proceeds ^012 15 


(79) Your assistant has recorde J tlie 8197 S2 received today from the attorney to 

whom the C W Fmlej account of $219 80 was sent for collection on August 
17 The attorney has retained a 10% collection fee Make a journal entry 
to dispose of the balance in Finley a account by charge to account 7090 

(80) Pay City Abstract Company $200 00 for title search relative to the real estate 

acquired from Lane Brothers 

(81) Fay Stinson Motor Sales for the following 

Trailer for truck $475 00 

Tires— to replace tire* worn out 70 00 

Total $o45 0Q 


August 26 

(82) Receit e from Manley and Rogers a 30-day C% note for $18 692 10 in renewal 

of their 20-day note dated August C plus interest to date 

(83) Purchase materials from Watson Refineries $7 094 90 terms 2/10 n/30 

(84) Pay Ilaason Construction Company $41500 for lastallmg the machinery 

purchased on August 24 

(85) One of the typewriters purchased a few days ago from Lowry Office Outfitters 

IS returned to them today an»l a check for 8115 00 is received 

(86) At hi3 request w e deliver to J N Hancock by truck the goods sold him today, 

terms fob Lakewood Charge him 835 00 for cartage 

August 27 

(87) The cash receipts from customers book contains an entry for $10 865 50 re- 

ceived from G E Boj ce Boyce is m financial difficulties and no further 
collection is expected on his account of $11 9o0 00 

(88) Pay McKinnon Company 82115 00 m ecttlement of voucher recorded 

August 10 

(89) One of the entnes m the cash receipts from customers book records the collec- 

tion of the $113 85 account of C L Murphy which was written off on 
August 17 Make a journal entiy reversii^ the write-off 

(90) Purchase materials from Wagner and Hobson $29 68540, terms, 2/10, n/30 
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Questions 


1. are the advantages of keeping accounts on a departmental basis? 

2. If the method described in this chapter for recording cash sales in a business 
uith various departments is used, rvhy arc the totals of the Sales column in the cash 
receipts book and the Cash column in the sales book not posted? 

3. IMiat departmental accounts should be kept if it is desired to determine 
merely the gross profit on sales by departments? 

4. What additional information must be obtained to detcnninc the net profit 
on sales by departments? 

6. Tiliat is the danger in apportioning selling expenses to departments on the 
basis of sales? 

6. What are the advantages of closing accounts to departmental Selling accounts 
instead of directlj' to Profit and Loss? 

7. If the operations of a department result, year after year, in a net loss, after 
charging it with reasonable amounts of selling and genera! expcn.-cs, could there be 
anj' possible reason for continuing its operations? 


Problems — Group A 


Problem A-1. The laboratory material containv working paixrs of Schcer and 
Warner for the month of .Tune, 10—, after all adj\i.stu>pnts have been made. 

The follouing additional information is furnished: 


Department A Department B 


Inventories, Juno 30 

$4,250.00 

$ 1,52.5.00 

Selling expense apportionments: 
Advertising.. 

,30.50 

30.50 

Delivery Expense 

29.00 

19.00 

Beni (.$’20.00 to be classified as a general 
expense) 

7,5.00 

75,00 

Depreciation: 

Store Equipment 

10.00 

5.00 

Dolivera- Equii'inent . 

20.00 

11.25 


Complete the working papers and prepare a ciopartmcntal statement of juofit 
and loss, carrjdng the departmentalization to the point of net profit on sales. 


Problem A-2. Refer to Problem A-I and prepare a statement of profit and loss 
carrying the departmentalization to the Xct Income line. A])por1ioinncnts made 
hy the management were: 

Dep.artmcnt A Department B 


As in Problem A-1: 

.\dvertising 

Delivery Expense 

Ueprooiation — Store-E<iuipment . . . 
Depreciation — Delivery Equipment . . . 

639 


S 30.50 

29.00 

10.00 
20,00 


5 30..50 
19.00 
o.PO 
I1.2.> 
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Additional 

Rent 

Office Salaries 

Depreciation — Office Equipment 
Bad Debts 

Collection and Exchange i 
Miscellaneous General Expense 
Discount on Purchases 
Interest Income 
Discount on Sales 
Interest Expense 


Department A 

85 00 
100 00 
5 00 
41 95 
95 
14 50 
13 00 
830 
33 51 
20 27 


Department B 


85 00 
100 00 
500 
49 40 
100 
14 50 
17 45 
S33 
36 47 
12 23 


Problem A-3. You are to prepare a statement of profit and loss, based on the 
data in Problems A-1 and A-2, showing the contributions of Departments A and B 
to non departmental overhead After examining the profit and loss statement 
which you prepared for Problem A'2, the management made the following estimates 
as to expenses and miscellaneous income which would be eliminated by the dis- 
continuance of Department A or Department B 


Analysis to Detenmne Probable Reduction 
lo Expenses and Miscellaneous Income 
Which Would Result from Discontinuance of 
Department Aot B 


Effect of 
DiscontiDuance 
of Depart* 
meat A 


Charged Not 

to Eliim- Ellimi- 
Dept A nated nated 


Selling Expenses 




Advertising 


> 30 50 >30 50 


Sales Salaries 


30000 

>300 00 

Freight Out 


4300 4300 


Delivery Expense 

(b) 

29 00 

29 00 

Rent 

(c) 

75 00 

7500 

Depreciation — Store Equip- 





(d) 

1000 

1000 

Depreciation — • Delivery 




Equipment 

(b) 

2000 

20 00 


Total Selling Expenses >507 50 S73 50 >43400 


Effect of 
Discontinuance 
of Depsrt- 
ment B 

Charged Not 

to Elimi- Elimi 
Dept B nated nated 

> 30 50 >30 50 
200 00 >200 00 

54 00 54 00 
19 00 19 00 

75 00 75 00 

5 00 5 00 

II 25 II 25 

>394 75 >84 50 >310 2o 


General Expenses 

Rent (e>> 1000 >10 00 

Office Salaries (e) 10000 100 00 

Depreciation — Office Equip- 
ment (0 5 00 5 00 

Bad Debts (g) 44 95 >44 95 

Collection and Exchange 95 95 

Miscellaneous General Ex- 
pense (h) 14 SO 14 50 

Total General Expenses >175 40 >45 90 >129 50 


> 10 00 >10 00 

100 00 100 00 

500 500 

49 40 >49 40 
100 100 

14 50 14 50 

$179 90 >50 40 >129 50 
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Other Income: 

Discount on Purchases . . 
Interest Income . 

Total Other Income 

Other Expenses; 

Discount on Sales . 
Interest Expense 

Total Other Expense 


EETect of 
Di<-continuancc 
of Depart- 
ment A 


Charged 


Xot 

to 


Ehmi- 

Elimi- 

Dept 

_A 

natcd 

n'>tcd 

S 1.3 

00 

813 00 


s 

30 

8 30 


$ 21 

TO 

821 .30 

— 

S 33 

51 

$33 51 


20 

27 

20 27 


■S 53 

78 

853 78 



Effect of 
Di‘.continti ukc 
of Depart- 
nicnt B 

Charged Xot 

to Llinii- Elmii- 
Dcpt B natcd natcd 

S 17 !t r> 

_ S33 S31 

- 7S ?2-, 78 

? So 17 Sih 17 
12 21 12 23 
« IS 70 ‘;is7n 


Esplanatorj Notes 

(a) The company emplots t\%o sale- c!t rV- it would bo ncte-'ary to retain both 

even if one of the departmenU w.i,- di-continucd. 

(b) The deliveiy equipment would have to be kept in ‘•crvace for cither depart- 

ment. 

(c) It would be necess.arx' to continue renting the entire store, even though oiih 

one dep.artraent w.as operated 

(d) The discontinuance of either department would not eniblo the company to 

reduce the amount of store equipment 

(e) There is only one office emplov ee 

(f) The discontinuance of either department would not enable the company to 

reduce the amount of office eiuipmcnt 

(g) The proviMon for bad debt« was ba'cd on the net - vie- The di'continuance 

of a department would eliminate the mIc- and the b id debt provn'ion 

(h) The mi'cellaneous general axpense con:^i''tj of office supplies, telephone, etc,, 

which would not be appreciably reduced by the di-continuancc of a depart- 
ment. 


Prepare the required statement. 


Problems — Group B 

Problem B-1. Refer to Problem .A.- 1 and prepare journal entries to close the 
books. 


Practice Set (Continued) 


August 29: 

(91) The directors have authorized an is-ueof .^.300.000 00 of first mortgag' i md-. 
to be dated August 1. to mature in ten years, and to boar intore-t it O'";, 
pavablo semiaunuaily. The indenture requires the creation of a -'"king 
fund, by monthly contribution-, sufficient to retire all i-sued bond- ma- 
turity. 
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At the present tune, $200,000 00 of the bonds are to be issued, for the purposes 
mentioned below the monthly sinking fund contribution is, therefore, fi^ed 
at S1,6C6 67 The indenture also requires the transfer to a sinking fund 
reserve of an amount equal to the monthly «inking fund deposit 
The bonds are secured by a mortgage on aD the company’s real estate and ma 
chmery 

Details regarding the bonds issued today are shown below 

(a) To the Citiiens State Bank, to pay note 
Face of bonds 

Interest accrued since August 1 
Total 

Note Paj able— dated July 7 $25 000 00 

Accrued interest 220 83 

Discount 

(h) To First State Dank, to pay note 
Face of bonds 

Interest accrued since August I 
Total 

Note paj able — dated July 15 $50,000 00 

Accrued interest 375 00 

Discount 

(e) To retire 5% mortgage on machinery and 
equipment 
Face of bonds 

Interest accrued since August 1 
Total 

Mortgage payable $60000 00 

Accrued interest 991 67 

Premium (allowed because the bonds bear 
6% interest whereas the mortgage bore 5%) 

(d) To Lakewood Ins estment Association for cash 
Face of bonds 
Proceeds — at 93 
Discount 

Accrued interest — in cash 

The new accounts required in connection with this bond u>sue are 
2350 — 6% First Mortgage Bonds 
2359 — Unissued Bonds 
1450^ — Bond Discount 

8250 — Bond Interest (Credit with accrued interest on bonds issued ) 

2150 — Accrued Bond Interest 

1250 — Sinking Fund Cash 

1251 — Sinking Fund Securities 

3250 — Sinking Fund Reserve * 

Discounts and premium on bonds issued should be recorded m account 1450 

(92) On August 23 we charged C E Bruce for a 20-day, 6% dishonored note 
(See transaction 68 ) \our assistant has recorded today m the cash re- 
ceipts from customers bo<A a check received from Bruce m the amount of 
$5,363 16, but when he posted the credit to Bruce’s account he ob«eried 
that the account had a credit balance of $5 3G Make a journal entr3 to 
dispose properly of this credit balance 


825 500 00 
119 00 
825 619 00 

25 220 83 
$ 308 17 

Sooeoooo 

236 13 
SaO 836 13 

50 375 00 
$ 461 13 


860,30000 
281 40 
86058140 

60 991 67 

$ 410 27 

853 600 00 
6042000 
S 3 1S0J)0 
$ 296 SO 
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(93) Collect $20,100.00 from W. E. Dennis in settlement of note and interest. 

(94) Fay First State Bank $10,010.00 for the note given tlie bank on \tifn!=t ‘’S 

and interest. ' ‘ 

August 30; 

(95) Receive $15,075.00 in settlement of the Fred Hamilton note and interest. 

(96) Pay East and West Railroad freight bill, which is detailed below: 

S317.S0 On machinen- purchased from C. D. Fulton & Co. 

32.S0 On goods returned on .August 24 by Steel Valve Company. 
(Charge the customer because the return was caused by "a 
mistake in ordering.) 

489.63 On materials purchased. 

6S.57 On sales. 

23.45 On returned sales. 

?932,25 Total. 

15.40 Railroad’s ovcrcliargc on bill paid .August 15, for freight 
charged to D. G. Welch on goods sold to him. 

$910.85 Xet amount paid. 

(97) The cash receipts from customers book contains an entr}' [or a remittance 

from Rowley and Company in paj-ment of an account taken over from Lane 
Brothers, Charge them with the discount improi>erly taken. 

(9S) One of the trucks acquired from Lane Brothers is sold for cash today. It was 
carried in the accounts at $1,500.00. and was sold for SI. 150.00. 

Before recording the sale, make an entry to charge .Vugust operation.® with 
depreciation on the old truck at the rate of j>er month. 


.August 31 : 

(99) Issue a check for $193.07 to the petty cashier to increase the fund to S500.00 
after replenishing it for the following e.vpcnditiu'cs: 


Account 


.Amount 

1341 

Factory tools 

. $ 50.55 

G051 

G.a.® and oil for truck® 

41.17 

6070 

Sales circulars . . 

22.60 

7011 

Typewriter supphe.®. 

28.75 

7071 

Postage ... 

... . . 50.00 

S193.07 


(100) Pay The Da%d®on Job Printers voucher recorded .\ugust IG. 

(101) The August bill received from Centnal Power Co., payable September 10, i® 

detailed as follows; 

Factoty light and jxiwcr ■ . ■ • . $347.90 

OR'icc light ' ^1-65 

$■379.55 

(102) City Garage Company bills us for the following items, payable Feptember 10. 

$ 99.47 
103.24 
$202.71 


Gas and oil 
Repairs. . . 
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(103) Compute the amount of T R Plice’s commission at H of 1% of net sales 
(see transaction 25) The net sales for the month were $227,073 55 The 
income ta’c Tsuthholdmg IS $231 17 Compute the 0 A B withholding and 
tax at 1% each, the state unemployment tax at 2 7%, and the federal 
unemployment tax at 3% Record m the journal 
Give Price a check for the balance of his account 
GO!) Draw a check payable to Cash for salesmen’s traieling expenses, $617 23 

(105) A check for $1,666 67, the regular monthlj sinking fund deposit, is gnen to 

Midland Trust Company the sinking fund trustee 
The sinking fund reserve entry should also be made at this time 

(106) Midland Trust Company informs us that it has purchased securities for the 

sinkmg fund at a cost of $1 500 00 

(107) The directors declared the /dJowing dindeods, payable September 10 to 

holders of record August 31 

Preferred stock — •/u of 8% 

Common stock — 1% 

(108) The bank statement shows a S13 12 charge for collection and exchange 

0 E Shanklm’s check, in the amount of 81 806 30, which was deposited on 
August 31, IS returned by the bank, N S F 
The«e charges should be recorded in the cash disbur«emeDts book without 
making vouchers or checks, because they are represented by a debit memo 
and the N S F check 

(100) Foot and complete the postings of all the books of origmal entry 
(110) Take a tnal balance of the general ledger Enter the account balances m the 
Tml Balance columns of the working papers provided m the laboratorj 
material 
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Questions 


1. What is meant by an extraneous profit? 

2. A cor])oration increased its capital stock and sold S^IO.OOD.OO par value of 
stock for §44,000.00. The premium was credite*! to I’rofit and I,o.=5 and was sliomi 
in the compan3-’s statements as part of the profits. 4)o you apitrovo of this treat- 
ment? If not, what do you think should have been done? 

3. A corporation purchased a buildine: at a co-t of 000.00, and paid for it 
by the issuance of no-par stock; §.50,000.00 was credited to a catiital stock account, 
and .§25,000.00 was credited to Paid-in Surplus. .Vt the cud of the fir.-t year of 
0{)orations, the company found that it had nuide a profit of § 1,000.00 before inakin;; 
any provision for depreciation; the life of the httildiii" wa- e.-tunated at 25 year.-, 
and the depreciation was estimated at .§.1.000.00 iier year. Mucc the company de- 
sired to pay a dividend of .§4,000.00, the bookkeeper uas instructed to make the 
following entrj-; 

Paid-in Surjilus . . 3,000.00 

Itcscn'c for Depreciation — IfiiiUhnR 3,000.00 

To provide for depreciation for the year. 

The president of the company defended this entry on the around that the Paid-in 
Sur])!us arose in connection with the acipii-ition of tiie buildinc, and that it was, 
therefore, proper to charge depreciation against thi- surplu.s. What is your opinion? 

4. A corporation’s Surplus account has a credit lialance of §12,000,00. of which 
§10,000.00 was produced bj' writing up its land to an apiirai-ed value. The direc- 
tors want to paj' a dividend of .§5,000.00. Wluit advice would .vou give them? 

6. What is meant bt' maniifacltiriiift profiif Discu-s the advisability of show- 
ing it on the books. 

6. A comp.any has received orders for future delivery amounting to .‘^5.000.00; 
it h.as goods on hand, which cost §3,500.00, which are sufficient to fill these orders. 
The management of the companj’ wishes to include §1,.500.(X) a*; profits in its oper- 
ating statement. Would you approve this procedure? 

7. A printer received an order for 10,000 tc.xtLwks, which he completed atid 
had ready for delivery before the end of the year. Av an accommodation to the 
publisher, the printer agreed to hold the-c books in Id' warehou-c :uid make shijv 
incuts to schools as directed to do so b\' the publi-hcr. 4 he printer dc.sired to in- 
clude the profit on this work in his operating statement for the year. Would you 
approve? 

8. A companv which owned its luctory kept an account called Building Lx- 
IKMisc and Income. This account wa< charged \\dth all tiie co.;ts of ojvrating tlie 
building, including depreciation; an entry was made monthly debiting^ Building 
Rent account .and crediting Building LxjTense and Income account uatii a tticorctical 
amount of rent which it was believed would have had to be paid ii the building h.ad 
not been owned. The resulting balance in the Builfiing Exiycn-o and Income ac- 
count was shown in the profit and lo-s statement tmder the c.aption of Other In- 
come. Is this procedure in accordance with accnimfing principle^. 

645 



646 ASSIGNMENT MATERIAL— CHAPTER 28 

9 A company -which sells goods at wholesale manufactures most of its mer 
chandise It proposes to bill its wholesale department for all goods manufactured 
at co't plus 10% the 10% addition IS taken into mcome Do you consider this 
procedure acceptable? 

10 A company has its fixed assets appraL«ed at each > ear-end and adjusts its 
accounts to show the values disclosed by the appraisal the adjustments of the 
as'et ^ aluatioES are sho-wn m the operatmg etatement as income or expen^e IMiat 
comment do you have to make on this proeedureJ 

IL 4. manufacturing company has expended a total of S3 000 00 worth of its 
own material labor and expense in constructing a machme for its o«ti use This 
machine if bought m the open market would have cost S4 000 00 Is it sound 
accounting to capitalize this machine at the market pnce"* 

12. What -mil be the effect on the profit and loss statements of the present and 
future periods if 

Deferred charges are ignored'^ 

Deferred credits are ignored’ 

Accrued expenses are ignored’ 

Accrued income is ignored’ 

13 Is it regarded as good accounting to take up profits on uncompleted work 
under the folio-wing conditions 

(a) The product is being made for stock"* 

(b) The work is being done under a contract at a fixed pnce’ 

(e) The work is being done on a cost plus basis’ 

14. A company purchases for Vo 000 00 a plant which has been m use for fifteen 
j ears It is lo a run-down condition, and the company •pends $lo 000 00 to put 
It mto condition for use The expenditures were pnnapallj for repairs painting 
and eumlar work that would have been considered operating charges had the plant 
been mamtaxnei] properly by the previous owner Should the Slo 000 00 be re- 
corded as a capital or a rev eaue expenditure"* 

15 Should cash discounts on purchases of fixed assets be recorded as income 
or as deductions to determine co^t’ 

16 In order to finance the construction of its plant a companj issues par v alue 
stock at a 20% discount Is the stock discount proper^ chargeable to the cost of 
the plant’ 

17 When fixed assets are constructed bj a concern for its own use it is agreed 

thst tho system} ssid direct Isbtx' be in Jberc't nf the fixed 

assets However opinions dificr regarding the propnetj of including overhead 
expense Discuss this matter stating the tbflierent opinions held What do you 
think is the proper procedure’ 

18 A company winch had made no provuion for depreciation of its building 
argued that no provnsion was neee^ij because the land value had increased suffi 
cientb to offset the depreciation of the buOdmg Do you consider this a good 
argument’ 

19 Is It good accounting to base the amount of the annual depreciation on the 
amount of the profits and to make large prowioiis m good j ears and small pro- 
vasions m poor years’ 
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20. At certain times of the year a company lias large amounts of cash wliich it 
invests in bon.ls; these arc sold when the ca«h needed. How should thc'C bond- 
be valued in the balance sheet if their market value at the balance ^lieet date i- 
considcrably above cost? How should they be valued if their market v;ihic i-- 
corisiderabl}’ below cost? 

21. A company i-sued 51,000,000.00 of 4% bonds at 95, and immediately nrotc 
off the discount to Earnerl SurpliLs. Do you consitlcr this procedure rnrrert? 

22. .-V charge of 510,000.00 for possible looses due to tornadoes was included in 
the c.xpcnscs before arriving at net income; the offsetting crcilit wa^ recorded in a 
rc'crve. What i« your opinion rcganling the propriety of this charge to income? 

23. If a sinking fund reserve is created, should income on the sinking fund sccuri- 
tic.s be credited to the re.scrve or should it be passed through the Profit and Lo=s 
account? Give reasons for your answer. 

24. A corporation has been engaged m business for three years, with an invest- 
ment in machinery totaling Sfo.OOO 00 during that time. No depreciation lias ever 
been providcil. At the end of the third year, the directors dociric that an annual 
charge of 5% of the co.st of the inaclimcry should have Ix'cn made for depreciation, 
and they now propose to set up such a reserve How .should the cntiw' be made'’ 

25. Discuss the theory which justifies carrying consigumcnt c.xpcnscs apiihcable 
to unsold goods as part of the inventory valiuition instead of closing them out as 
charges against profits. 

26. Give an illustration of an error in computing tlic profits of one year which 
will be offset by a counterbalancing error in a subsequent ye.ar which will correct 
the surplus at the end of the second year but leave the jirofitK of each year incor- 
rectly stated. 

27. Give an illustration of an error in coniputing the jirofits of one year which 
will not be counterbalanced by an error in the nc.\t year. 

28. Sales aggregating $25,000.00 were entered on the books as of December 31, 
194S, but the goods w ere not dclii ered until .January 25, 1919. \M)at adjustments 
would you make in preparing the profit and loss statement and balance sheet? 


Practice Set (Continued) 


August 31 : 

(111) Prepare a reconciliation of the account with First State Rank. The bank 
statement shows a balance of 5145,043.98. The following checks are out- 
standing; 


' Number P.a> ce Amount 

31 ll.nn-on Con'truction Comp.ain S 41.5 00 

37 Host and Wc^t Railroad 910.S5 

39 The Davi'.on .Job Printers . ... 1,G7-}.10 


(112) Make adjusting entries for the following item=. Post the .adjusting entric' 
from the journal and the p'nToll Kummar}- to the ledger ami the celling 
e\]>ensc analysis record; aRo enter them in the working paj>ers. 

(aJ I’rovision for b.ad debts — of net cale^. 

(b) .\cenied interest on not<v: receivable, -Sl.a.oS. 
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(c) Interest included in face of notes receivable — portion earned, $5 14 

(d) Accrued interest on notes pajrable, 899 17 

(e) Depreciation, based on nionth>end balances in the accounts, and com- 

puted at */ii the foUoim^ annual rates 


Buildings 3% 

Machinery and equipment 12 

Tools 24 

Delivery equipment 18 

Furniture and fixtures 12 

(f) The patents liad a life of 15 years from August 3. 

(g) Unexpired insurance 

Charged to 5355 $330000 

Charged to 6055 1,100 00 

Charged to 7055 110 00 

$4,510 00 


(b) The accrued pajinU is shown u the payroll summary, 

(i) Accrued propertj taxes Factory, $825 00, General, 

$140 00 

(j) Prepaid garage rent, $160 00 
ft) Coal inventory $37500 

(l) Factory EUpphes inventory, $30000 

(m) Stationery and printing inventory, $165 00 

(n) Of the rent collected in advance, $100 00 has been eanied. 

(o) Accrued bond interest, $1 000 00 

(p) The net bond discount was $3,629 03 Although the bonds were issued 

for 10 years, or 120 months, all but two daj s of August had expired 
before the bonds were issued, the effective life of the bonds is, 
therefore, onij 119 V» months, or 11907 months The amoitixap 
tjon for August is therefore, ”/u»or of $3,629 03, or $2 13 
G13) Your assistant has prepared the following schedule of accounts receivable 


Accounts Receivable, August 31, 19 — 


Debit Credit 
Balances Balances 


Ellis Screw CompaBy 

8,962 75 

J N Hancock 

5,5S1 12 

J L Horton 

2,793 20 

/Vm’ Joews- 

S.2&^0(> 

Kettleman and Company 

14,176 20 

The Mejers Mfg Co 

3,619 70 

Rowley and Company 

4,252 12 

Sandford, W Lite A Co 

14.221 07 

0 E Shanklin 

1,866 30 

Steel Valve Company 

4,064 50 

D G Welch 

1,758 85 

Total debit balances 

63,460 81 

Total credit balances 

98 00 

Net debit balances 

63,362 81 


Determine that this schedule is m agreement with the controlling account 
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(114) The iaboratorj- material contains the fo!loT^^ng sciiedulos -which your a'->i=tnnt 

has prepared from the subsidiarj' exjjcirse analysis record^: 

Schedule of manufacturing expenses. 

Schedule of general expenses. 

See that they are in agreement \vith the respective controlling accounts. 

(115) Prepare the following schcelules and detennine their agreement with the 

related controlling accounts; 

Vouchers payable. 

Notes payable. 

Notes receivable and notes receivable dLscovmted. 

Selling expenses. 

(116) Complete the working papers. The inventories on August 31 were: 

Finished goods . . . S60.0S6.o0 

Goods iu proec.-s; 30,050.49 

Raw materials o3,21S.70 

The working papers should show a net profit of S‘27. 157.42 before income 
taxes, -\ssume that the income tax pro\dsion should be .?10,400.00; 
enter tliis provision in the working papers as follows: 

Profit and Loss Balance Sheet 
Debit Credit 

Provision for federal income tax 10,400.00 10,400.00 
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Questions 


1 What are the advantages of keeping perpetual inventoncs? 

2. If manufacturing accounts are kept m the manner descnbed in this chapter 
how can the inventory of goods in process be determined at any tune'^ 

3 State what entries under the accounting procedure descnbed in this chapter, 
affecting general ledger accounts should be made, when 

(a) Haw materials are purchased for cash 

(b) Raw materials are used on a production order 

(c) Direct labor is charged to a production order 

(d) Overhead is charged to a production order 

(e) A production order is completed 

(f) AsaVisttiade 

4 At the end of a penod how is the differenccbctwcen the balance of the Menu 
factunng Expense controlling account and the balance of the Manufactunog 
Expense Applied account adjusted? 

6 Describe the functions of 

(a) Raw matenal perpetual inventory cards 

(b) Material requisitions 

(c) Production orders 

(d) Finished goods perpetual inventory cards 


Problems — Group A 

Problem A 1 Prepare pcrfwtual inventory sheets for Commodity M based 
on the following facts Construct one perpetual inventory on the first m first-out 
basis Construct another perpetual mventory on the last-in first-out basis 


May 1 
6 
13 
17 
21 
24 
29 
31 


In 

Number Unit Cost 
~3 o6~ S500 

200 S20 

100 5 25 

150 5 30 


Out 

150 

200 

80 

100 


Problem A 2 The trial balance of Phelps Incorporated on December^ 1949 
appears in the laboratory material The Wlowmg adjustments are required 

(a) Depreciation of machinery and equipment is to be provided at the rate of 

5% applied to the balance m the asset account 

(b) The reserve for bad debts is to be increased by a provisi n equa o /z 

1% of the net sales 


650 



651 


ASSIGNMENT MATERIAL— CHAPTER 29 

(c) The unabsorbed factory- expense is to bo apportioned to cost of sales, 
finished goods, and goods in process in the ratio of the balances in these 
accounts. 

Prepare journal entries for the foregoing adjustments, and applv them to the 
working papers. 

Complete the working papers. 

Prepare a profit and loss statement, a statement of surplus, and a babsnee slicct. 
Prepare journal entries to close the books. 


Problems — Group B 

Problem B-1. State in journal form the debits and credits made in the general 
ledger for the folloudng transactions; assume that a voucher s}-stcm is used. 

(a) Purchase of raw materials on account, ?5.000.00. 

(b) Materials requisitioned for use in production, -51,500.00. 

(c) Direct labor paiil in cash, 52,000.00. 

(d) Direct labor applied to goods in process, 52,000.00. 

(e) Majuifacturin'r e.xix'nses applied to goods in process, 50% of direct labor. 

(f) Cost of finidie 1 coo<is completed. 53,900.00. 

(g) Cost of finishet-l goods sold, .$2,200.00. 


Problem B-2. .k general lodger contains the following account balances; 


Sales. . 

Material*. . . 

Gooch in Process 

Finished Good? 

Indirect Labor 

Factorj- Rent. 

Factorj- Heat, Li?ht, and Power 
Insurance and Ta-o — Factory 
Mi?cellancini? Fa -turv Kxpon-e 
Manufacturi.i 2 tA'oon>e .Applied 


Co^t of Sales 


$100,000.00 

SIC.OOO.OO 
.5, -100.00 
30,000 00 

7.500.00 

5.000. 00 

2.. 500.00 

1 . 200.00 
1,500.00 

20,500.00 

75,000.00 


(.a) Make a jountal cutr\- adju*tinc the Cost of Sales account for the difference 
between the actual manufacturing e.xpenses and the total thereof 
applied to goods in process. 

(b) Make a jountal entrj" closing the manufacturinz e.xpense accounts. 


Practice Set (Concluded) 

(117) Prepare the followinu statements: 

Statement of Co?t of Goods Manufactured 
Profit and Loss Statement 
Statement of Earned Surplus 
Balance Sheet 

(IIS) Ck'>=e tJie books. (Do not forget to make an entry debiting account 5260 
and crediting account 21GG for the estimate- 1 provision for income tax.) 

(119) M.ake and {x>st entries reversing adjustments b, d, g. i. j, k, 1, m, and o. 

(120) Take an after-closing trial balance. 
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Questions 

1 What IS meant by honzontal analysis* Vertical analysis? 

2 IVhat information can be obtained by a companson of analytical per cent«’ 

3 IVliy may comparisons of analytical per cents be misleading* 

4. Assume that two companies have the same amount of working capital and 
the «ame working capital ratio Why may one companj be m a better working 
capital position than the other? 

6 Would you consider each of the following as reflecting an improvement or not? 
(a) Increase in the ratio of net sales to rccenables 
fb) Increase in the finished goods turnover 

(c) Increase in the ratio of net worth to debt 

(d) Increase in the ratio of net worth to net fixed assets 
(ej Increase m the ratio of net safes to net fixed assets 


Problems — Group A 

Problem A«1 The laboratory material contains a comparative statement of 
profit and loss and a comparative balance sheet of The A B Company Complete 
the statements, which are illustrative of horisontal analysis 

Problem A-2 The laboratory material contains statements in which you are 
to enter per cents illustrating vertical analysis 


Problem A-3 Following are statements of the Gorden Company as draviu up 
1 December 31, 1948 

GORDEW COMPANY Fxhibit C 

Statement of Cost of Goods Manufactured and Sold 
For the Year Ended December 31, 1948 


Raw Matenals 

Inventory, December 31, 1947 
Purchases 
Total 

I.es3 Inventory, December 31, 1948 
Raw Materials Used 
Direct Labor 
Manufacturing Expenses 
Goods m Brocfsa December 31, 1947 
Total Manufacturing Costs 
Goods in Process December 31, 1948 
Cost of Goods Manufactured 
Finished Goods, December 31, 1947 
Total 

1 imslicd Goods, December 31, 1948 
Cost of Goods Sold 


$ 39 000 00 
97 000 00 
$136 000 00 
36 000 00 

$100 00000 
110 000 00 
80 000 00 
10 000 00 
$300 000 00 
12 000 00 
$288 00000 
6000000 
$348 000 00 
72 000 00 
$276 000 00 
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GORDEN COMPANY Exhibit B 

Profit and Loss Statement 
For the Year Ended December 31, 194S 

S'-Jcs Stl2, 003.00 

Returned Sales and Allowances 12,000.00 

Net Sales $l003)00.03 

Cost of Goods Sold (Exhibit C) .. . . 270,000.03 

Gross Profit on Sales SI2!,00Cb(n 

Selling Expenses Aoiooo.oo 

Net Profit on Sales . . $ 71,000.00 

General Expenses . •{7,000.(X) 

Net Income S 21,000 00 


GORDEN COMPANY Exhibit A 

Balance Sheet 
December 31, 1948 

Assets 

Current Assets: 

Cash $ 30,000.00 

Accounts Receivable . . 200,000.00 

Invetitories: 

Finished Goods . S 72,000.00 

Goods in Process 12,000 00 

Raw Materials. . . . 30,000.00 120,000.00 

Total Current Assets .... $350,000.00 

Sinking Fund Securities . .. 10,000.00 

Fixed Assets: 

Eand . $ 20,000.00 

Buildings $110,000.00 

Less Reserve for Depreciation 30,000.00 $0,000.00 

Total Fixed Assets — ^Net. 100,000.00 

Prepaid Expenses 40,000.00 

$500,000.00 

LUbnities aiid Net 'W’Drth 

Current Liabilitic'. . ■ $140,000.00 

Fixetl Liabilities; 

Mortgiigc Payable i.Securcd by I^and and 

Buildingsl, . . $ 50,000.00 

Notes Payable 10,000-00 00.000 0 ') 

3'otal IJabilitic,s $200,000.03 

Net Worth; 

Capital Stock— Par Value. $100.00 $250,000.00 

Earned Surplus 50,000.00 

Total Net Worth 300,000.00 

$,500.0i>3.00 
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Compute the following 
Working capital ratio 
Acid test ratio 
Raw material turaoi ers 
Finished goods tumoi ers 
Ratio of net sales to receii ables 
Ratio of net worth to debt 
Ratio of net worth to net fixed assets 
Ratio of net sales to net fixed assets 
Book \alue per share of stock 
Ratio of net mcome to net worth 
Net mcome per «hare of «tock 
Per cent of net mcome to net sales 
Per cent of gro^s profit to net sales 

Complete the foUowmg questionnaire groupmg of ratios by entenng the ratios 


for 1948 

1947 1943 

Is the working capital position improvingT 

Working capital ratio 2 7o 

Acid test ratio 4 63 

Raw material tumoyers 8 00 

Fim_hed goods tumoi ers £>32 

Ratio of net sales to receivable* 2 04 


Is the stockholders eqiutj increa<iiig* 

Ratio of net worth to debt ] 3S 

Book value per <hare of stock $11600 


Is there any tendency toaard ovenoiestnent in fixed 
Ratio of net worth to net fixed assets 2 &4 


Is the net income increa.«mg^ 

Ratio of net income to net worth 
Net mcome per share of common stock 
Per cent of net income to net sales 
Per cent of gross profit to net sales 

Problems — Group B 

Problem B-L John Simpson died in December 1943 He was one of the pnn 
cipal »tockhQlJere and an offi "r of The 4jax Company and his widow still holds 
the stock. She called on j ou today and stated that for many y ears the company 
was engaged m fbe manufacturE and sale of Product of which it enjoyed a 
monopoly by reason of the ownership of patents Before her husband s death the 
business was very profitable and paid large dividends Dunng 1944 194o and 
1946 the dmdend* decreased each year and stopped m 1947 

Airs Simpson stated that she was not familiar with the recent developments in 
the bu mesa except to the extent that they were disclosed by the annual statements 
which she has left with you Aou will asaume that you have asked a clerk m vour 
office to summarize these statements mcomparatiieform the statements prepared 
by bim are presented on pages 600 and 656 All amounts are shown in thousands 
of dollars. 

What do you think has happened to thebusmesa’ 


12 41 «^ 

$ 1440 _____ 

TSo'T, 

So 92% 



THE AJAX COMPANY Exhibit B 

Comparative Profit and Loss Statement 
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THE AJAX COMPANY Exhibit A 

Compaiative Balance Sheet 
December 31, 19u, 1945, 1946, 1947, and 1943 

1944 1945 1946 1947 1948 

$ 45 S 4S S 35 9 22 $ 27 
85 92 77 75 106 


Current Assets 
Cash 

Accounts Receivab! 
Inventorjcs 
Finished Goods 
Product X 
Product Y 
P.rrdufJ J' 

Goods in Process 
Raw Materials 
Other Current Assets 

Total Current Assets 

Fixed Assets — Net 
Land 
Buildings 

Machinery and Equipment 

Tools 

Patents 

Total Fixed Assets — Net 
Prepaid Expenses 


80 85 no 62 33 

— — 65 87 27 

— — — — rd 

20 22 31 35 42 

15 13 20 23 28 

12 10 7 9 _n 

$257 $270 $345 $313 $3o2 


$ 10 $ 10 $ 10 $ 10 $ 10 

60 55 50 45 40 

45 47 82 8S 114 

8 9 17 18 22 

4 3 

$127 $123 ^IW ^ 8^ 
$ 12 $ 8 $ 28 $ 16 $ 18 
$396 $401 $532 $490 $556 


LUbiUdet tad ITct 
Current Liabilities 
Fixed Liabilities— Bonds, 6% 

Total Liabihties 

Net Worth 

Capital Stock — $100 00 Par Value 
Famed Surplus 

Balance Beginning of Year 
Surplus for the Year, Before Dividends 
Total 

Less Dividends 
Balance End of Year 
Total Net Worth 


• Debit 


$ 55 $ 50 $124 $137 $146 
— — 50 50 50 

$ 55 $ 50 $174 $187 $196 

$200 $200 $200 $200 $200 

$127 $141 $151 $158 $103 

44 30 17 53 * 57 

$171 $171 $168 $103 $160 

30 20 10 — — 

$141 $151 $158 $103 $160 

$341 $351 $358 $303 $360 

S3S» 940} 9532 9490 9c5S 


Problem B-2 On January 1, 1946, the May Manufacturing Company took 
over the business of Jeniuson Brothers The capitalization of the company was 
$500,000 00, divided as follows 

6% Cumulative Preferred gtoek $200 000 00 

Common Stock 300 000 00 

On March 10, 1949, the annual sf^ickholders’ meeting was held and the financial 
statement on page 657 was presented. 
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MAY MANUFACTURING COMPANY' 
Balance Sheet 
December 31, 19-18 

Assets 


Current Assets: 

Cash 

Notes Receivable 

Accounts Receivable 

Inventories: 

Raw Materials 

Goods in Process 

Finished Goods 

Sundrj' Factorj’ Supplies 

Fixed Assets — ^^Ycquired Januarj- 1, 1916: 

Land 

Buildings 

Less Reserve for Depreciation 

Equipment 

Less Resen'c for Depreciation 


S 10,000.00 

5,000.00 

10,003.00 

50.000. 00 

75.000. 00 

6.5.000. 00 

5,000.00 52.50,000.00 


5 10,000.00 

$125,000.00 

1,500.00 120,500.00 

$350,000.00 

21.S00.00 355,200.00 515,700.00 

$765,700.00 


Z-Ubilitics and Net Wortb 

Current Liabilities; 

N otes Payable SI 50,000.00 

Accounts Payable 50,000.09 

Accrued Salaries and Expenses 5,000.00 $205,000.00 


Net Worth: 
Preferred Stock 
Common Stock 
Earned Surplus 


$200,000.00 

300,000.00 

60,700.00 560. 700.00 

- 5765 , 700 ^ 


The stockholders authorized the issuance of $250,000.00 of 5%, 15-yoar, first 
mortgage, sinking fund bomls, the proceeds to be used to retire tlie notes p.ayable 
and to make necessary additions to the buildings and equipment. 

The company has given the preceding statement and the following condensed 
operating statements to the Western Tnist Company, which Itas an opiKirtunity 
to purcliase the entire issue at 04. The Western Trust Company asks you to ex- 
amine the statements and to report upon the advisability of the purchase. 

MAY MANUFACTURING COMPAN*Y 
Condensed Operating Statements 



1916 

1917 

19)5 


$630,700.00 

S61.5,.500.00 

.5500,201,03 

Cost of Goods Sold 

.503.000.00 

.5?0.700.0<3 

706,703.0'3 


$1.30,700.00 

$ 35,100.01 

5 : 1 nOT (Vi 

Selling and General Expo.nscs 

35,000.00 

33,100.03 

60.000.00 

Net OiXTating Profit 

Interest and Fin.anci.al Exi>cn-«cs 

$ 95,700.00 

2.5.000.00 

$ 2,000.00 
22,000.00 

?132..503,0O 

2 r..vi'i.oi 


$ 70,700.00 

$ 20.030.01* 

.?ia5.(13il.00 

Dividends 

30,000.00 

12.000.00 

.57.0!>3.00 

B.al.ance to Surplus 

$ 10,700.00 

$ 32,000.00* 

S IS.O^OI.OO 
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Outline the report requested by the Western Trust Company State the reasons 
for your conclusions on the basis of data available and on the assumption that 4% 
IS a fair composite rate for depreciation of buildings and equipment Also detail 
other points which should be investigated before a definite decision to purchase 
13 made 


INDEX 


A 

Acceptances’ 

accounts nith notes and, 195 
of drafts, 194-195 
reccnablc, discounting, 199 
Accommodation endorsements, 179 
Vccount, discounted notes taken from 
debtor on, 1S5-187 
Accounting 

cash and accrual bases of, 136-137 

conservatism in, 432-434 

consistcncj in, 434 

cost basis of, departures from, 427 

department, duties of, 51 

depreciation, 3S7 

dollar signs in, 35 

fair presentation in, 422 

lack of uniforinitv in, 435 

mimbcia. in, punctuating, 34 

print ipies of, 422—423 

procoduro', sequence of, 34 

red ink in, 35 

theories and principles of, 422—435 
truth and disclosure in, 435 
Account numbers, 319-330 
and chock marks, use of, 329-330 
chart of, 319-330 

in cash disbursements book, 326-327 
instead of account nimcs, 325 
in voucher register, 325-326 
on vouchers, 333-334 
sequence of, in ledger, 325 
Accounts: 

adjustment of, in partnership, 241-242 
after closing of books 
remaining open, 31 
with no lialance, 31-32 
as'ot, 9 

balances of. computing, 11 
bank, 316-349 

collection of, two-part}’ sight draft for, 
191-192 

controlhni:, 117-135 (sceni'o controlling 
act oiiriti) 
dashc-- in, 34-35 
form of, 4-6 

ledger, 1 6 ( cc aho Tjcdgcr accounts) 
liainhtv and net v orth, 10 
maniifictiiring, 305-31S (nraho Manu- 
factiinng accounts) 
names of, ohminaling writing of, 90 
nnmencal chart of. 319-330 
of subsequent penod-, 32-33 
with notes .ind acceptances, 195 
with \ inou-> classes, of stock, 26S-2G9 
zcro> in, 3-4-35 


Accounts parable’ 
and rccciiabk with satna pT'v 359 
eliminated In voucher t\-tcra, 217-218 
ledger, 117 12S 
Account-j rcicn Ode 35<i-3G7 
account and s* item nl at one imnrt - 
Sion, 3G') 

and psvable wath same p-^rfi , 359 
bad account- v nting off 3 o 3 
checking end k ttering entnos, 309-301 
COD -air- 3G1 
consignment- 36b~3G7 
discount- on rcturm 1 - ilc- 364-3G5 
freight paid di- ount t Dn b\ lu- 
tom'-r 3G5 
in bahnee -hi •'t 305 
ledger 117 127-128 
holdings 359-350 
sub-idi in ri 1 b 0 mess in, 365-366 
recoveno 3b3-3i>4 
re-en e- 

ag-in-t 3G1-3G3 

for rc'iira- illowsncc-, cs-h d-- 
counfs freight 304 
Accruii ba-i- of Cl ounting 136-137 
Accrued and <ii ft rrrsl item- 130-1.55 
Accrued expsn o ( <c L'qji'n-c accrual-) 
Accrued mi oint 140-143 
And tC't ntio 405 471, 474 
AdjU'ting cntric- 
defernd e\p‘’n-e, 144 
deferred ini ome 140-147 
c\pcn c acinnl- 13S-139 
income "ecru 141 
Adjii-tmcnts 

after reconciliation of hank "cco int 357 
for accrued and deferred item- K8-153 
manufactiinng account- 313-314 
of as-ct valiip- corfiosation, 274-275 
\dncC' to creditor- 57 
Vllow ance- 

for returned purchases, C-i 
book 95 121 
voucher s\-tcm, 220 
for returned s-'le- 02-03 
hook 94 

Amencin \ccnunfing 4= oeiafion, -33 
\mcnian In-tuiito of \ccountants, 423 
Vmorti-'tioa 
and fi'eii a ef- 355 
no* subject to 39t>-399 
subject to 394-3^0 

dehned 3^1 
of I)ond di-i o in* 2^8 
4 nilv-i- xacoriL fh iking, 502 
4nalvtical per coat- 450 
balance “hset wath, 450-457 
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INDEX 


Analytical per cents (Coni ) 
defined, 456 
significance of, 45S 
statements with, 456-439 
comparative 458-459 
operating, 457 
AppraisaL. 

plant property, 392 
surplus, 279-280 
Appreciation, unrealized, 431 
Approximation' dangers of, 405-^07 
A^t accounts, 9 
Assets 

changes m 2 

classification o/, in balance sheet J53- 
155 

costs determination of, 424-426 
defined, I 

equaleu b\ equities, 2 
fixed (see Fixed assets) 
account, writing down, 1C5 
fully depreciated, miting off, 164-165 
increa'cs and decreases m tables, 3, 5 
on bquidation of partnership, 246-247 
reserves against, 375 
stock preferred as to 267-268 
valuation of, on death of partner, 242 
wntmg doivn, 165 
Audit reports, 422 


B 

Bad accounts receivable, wntiag off, 363 
Bad debts 
accounts 

nature of 158-169 
writing off, 159-160 
provision for, 157-15S 
estimating, 169-161 
valuation reserves for, 156-161 
Balances 

bank, record of, 348 
of accounts, computing, 11 
red m subsidiary ledgers, 365-366 
trial, 16-11 
Balance sheet 
accounts receivable in, 365 
and operating statement, analyses. 
475-477 

bad debts and depreciation, 173 
capital stock in, 263-264 
classification accrued and deferred 
Items 153-155 
common stock in, 269 
comparative, 473 
defined, 12 

depreciated fixed assets m, 166 
discount on stock in, 264-265 
exhibit letter for, 68 
fixed assets in, 399— iOO 
illustration of, 12-13 
individual propnetorship, 226 
inventories in departmental 409 
manufacturing accounts, 308, 309 
nature of, 12-13 

no-par stock paid in surplus la, 265 


I Balance sheet (Conil ) 
j partnership, 240 
I preferred stock m, 269 

premium on stock in, 264-265 
j angle, analysis of, 469-472 
I terminology, alternative 13 
treasury stock m, 287-288 
I with analytical per cents, 456-457 
I Balanc^g capital account, proprietorship, 

Bank 
aceoaat 
deposits. 348 
dividend, 358 
opening, 347 
pavroU 357-358 
rceoncmng, 352-356 
balance, record of, mamtainine, 348-349 
check, 189 

dealings with, 346-351 
draft 189-190 
statement, 3oO-352 
transactions, nuscellaneous, 350 
Bilb of exchange, 188-199 
classified, 188 
commcreiaJ, J8S 
three-party, 1D7-199 
two-party, 191-197 
defined 18$ 

drawn on banks, 189-191 
bank check, 189 
bank draft. 189-190 
cashier’s check, 190-191 
certified check, 189 
Bond, premium, 298-299 
and discount, in balance sheet, 299 
Bonds 

classes of 293-204 
coupon, 294 297 
discount, 297-298 
amortisation of, 293 
interest on, payment of, 296-297 
issues 

between interest dates, 296 
recording, 295-296 
junior, 294 

mortg^, 292 (see Mortgage bonds) 

pnor hen 294 

registered 294 

retirement of, 299-300 

secured, 293 

stocks and, 293 

trust, coilaferat, 294 

undcrlving, 294 

unregistei^, 294 

BookkMpcrs, and controlling accounts 

117 

Books 

closing the (<ee Closing the books) 
of final entiy 90 
of onginal entry, 90-103 
columnar, cross footing 116 
oerfumnar journals, &0-9I 
controlling account columns in, 129 
forwardings in, 102 103 
note registers as, 334-336 
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Books (Cont.) 

notes payable, 337-3 10 
notes receivable, 334-33(5 
postings in, 103 
references to, 90-102 
specialized, 91-99 
stock, 271-272 
Book value; 
of goodivill, 39S-399 
per share of stock, -163, 475 

C 

Capital; 

account, of proprietorship, balancing, 
223 

expenditures, plant property, 3SS-3SJ 
stated, treasuo’ stock and, '239-29 1 
stock, 2, 4 

in balance sheet, 263-2(5-1 
surplus, 278-280 
Cash, 341-331 

bank account (see Bank; account) 
bank balance, 34S-319 
bank st.atoment, 330-352 
basis of accounting, 136-137 
books (see Cash books) 
defined, 341 

departmental sales and purchases, 403- 
409 

disbursements, 342-343 
book (sec Casti disbursements book) 
discounts (see Cash discounts) 
imprest, 343 
internal check of, 341 
petty, 343-340 
receipts, 311-342 
book (w Cash receipts book) 
safeguarding, 341 
Casli books: 
bank columns in, 343 
entries, notes and interest, 90-97 
special columns in, 10 1-1 10, 132, 133- 
, 134 

with controlling account columns, 132, 
133-131 

Cash disbursements book, 00, 112-115, 
123-121. 314, 345-310 
account numbers in, 320-327 
accounts frequently debited, 1 12 
interest expense in, 114 
more than one debit and credit. 113 
posting from, 115 

posting to subsidiarj' lodccrs from gen- 
eral ledger cohiran, 129-132 
with controlling account and other 
special columns, 134 
C:ish discounts, CO-OS 
freight and. 05-C7 
in profit and loss statement, 07-CS 
reserves for, 304 
Ciishier's check, 190-191 
Cash ri'ceipts book, 95-90, 121-123, 344 
account numbers in. 328, 329 
collection and c'cchangc in, 107 
freight out in, 100, lOS 


Cash receipts book (Cont.) 
interest in: 
expense, 109 
income, 110 

posting from columnar, III 
sales in. 101 

discount on, 105, lOS 
special columns in, 101-111 

with cont rolling account and other 
special cnlumu', 133 
Certificates: 

audit report, 122 
stock, 252-25 1 
Certified checlc, 1S9 
Charges: 

exchange, voucher system, 221 
transportation, 01-02 
Chattel mortgage bonds, 293 
Check bonk stub, 319 
Check marks, account numbers and, 329- 
330 

Check register, 205, 211, 219 
posting from, 217 
Checks: 
bank, ISO 
cashier’s, 100-191 
certified, ISO 
forms, 57-5S 

Clean surplus thcorx-, 2S3-2S1 
Closing entries; 
deferrctl expense, 141-145 
deferred income, 147 
expense and income accounts, 72-70 
Closing the books, 27-35, 400—11 1 

accounts showing changes in surj^Ius, 27 

annual, monthly sfateitv'iits, 505-510 

dundends account, 29-30 

expense accruals, 139 

income accounts, 27-20 

income accruals, 1-12 

ledger, 31 

manufacturing accounts, 313 
manufacturing ex-pense. 452—153 
merchantltse o[)enitions, 43-19 
of indivi(iual proprietorship, 222-223 
on death of partner, 242 
procedures; 
aiteniativo, 7-1-70 
sequence of, 3 1 

profit and loss account, 29-30, 73-74 
proprietorship, 222-223 
statemont.s, 33-3 1 
summaty of entries, 30 
suri>Ius account, 74 
trial twlancc after, 32 
C.O.D.: 

sales, accounts receivable, 301 
shipment, two-partv sight draft for, 
102-191 

Collateral trust bond', 294 
Collection: 

and exchange, in cash receipts bo-ik, 

107, lOS 
of account: 

two-party sight draft for, 191-192 
two-party time draft for, 195 
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Columnar journals 00-91 92 
Columnar sales departmental 407-408 
Columns 

bank credit m cash books 343 
controllmg account m books of original 
entry 129 
headings of 6 

special m cash books 104-116 
Commercial bills 188 
three-party 197 199 
two-party 191 197 
Common stock, in balance sheet 269 
Consenatism in aecountmg 432-434 
Cons gnee 3G6 

Consignments accounts receivable 366- 
367 

Consignor 366 

Consistency in account ng 434 
Contmgencics resen ea for 376 
Contra accounts 159 
Contract partnership 22G 
^ntroll ng accounts 117 13o 
accounts pa> able ledger 128 
accQunU receivable ledger 127 128 
advaotagesof 117 IIS 
and division of labor 117 
and locat on of errors 118 
cash disburscmeots book 123-124 
129 132 

cash recc pts book 121 123 
columns 

cash books with 132 133 134 
in books of original entry 129 
errors in locating 132 13S 
expense controls 330-332 
inventory 443-448 

G mal 12o-126 
gers 

general 126-127 
proving 128-129 
nature of 117 118 

posting to subs diary ledgers from gen 
eral ledger column 129-132 
purchase book, 120-121 
returned purchases and alloTrances 
book, 121 

returned sales and allowances book, 
120 

sales book, 119-120 
sub' diary ledgers rulings 118-II9 
Copyrights 39o 
Corporation 222 2o0-29l 
books peculiar to 271 272 
capital stock m balance sheet 203- ■ 
264 

change from, to partuersh p 276-277 
books retained 277 
new books 277 

change from partnersh p to 274-276 
asset values adjusted 274-27o 
books closed 27o-276 
books retained 275 
defined 2o0 
disadvantages of 273 
discount in balance sheet 264-265 
dividends {see Dividends) 


Corporation {Cent ) 
entnes 

for no-par stock 2o8 261 263 
for par value stock 257 2o8 2o9-26I 
funds 202 304 
bonds 292 300 
sinking 300-304 
sources of 292 
management 2oO-251 
net worth of 2-4 
organization, 2£>2 2o3 
pa d in surplus in balance sheet 26o 
partnersh p and contra-sted 272 273 
prefened stock 200-268 269 
premium m balance sheet 2&4-26o 
registrar 255 
stock {see Stock) 
eubscnptions 

for all authorized shares 2 d 7 2i}8 
for less than all authorized shares 
2o9-261 

uncollected stock sub enbed for 26t 
surplus (see Surplus) 
transfer agent 25o 
transfer of shares 254 
trea ury stoc^ 286*291 {see also Tress* 
uiy stock) 

Cost pnne pie leO 
iQventoncs 308-369 
Co ts (see alto Expenses) 
allocat on of 427-428 
asset determmat on of 424-426 
basis of account ng 423-424 
departures from 427 
effect of on gross profits 370-371 
expirations 157 427 
ro dues and 428-430 
transformations and 427 
inventory items purchased at d fferent 
prees 371 372 
manufactunne 805-306 
anal}su 477 
controls 436-455 
of construction overhead in 386 
of goods sold 307 308 
or market inventories 369-370 
transformations 427 
Coupon bonds 294 297 
Creoit 6 


deb ts and equality of 10 
memorandum 63 
Cred tore equities 1 
Cross-footing coJumnar books of or ginal 
entry 116 
Current assets. 153 

percentage dustr but on of 465-466 474 
Qirzent Jiab I ties 155 
Current pos tion ratios 464-467 


D 

Dashes use of 34-3o 
Death of partner 242-243 
Debih 6 

and crwl t equahty of 10 
balance partner with 247 249 
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Debt, ratio of net worth to, 467, 471. 474 
Debtor, discounted notes taken from, on 
account, 1S5-1S7 
Declared dividends, 2S5 
Decrease: 

in assets and equities, tables, 3, 5 
and net worth, 5 
per cents of, 459-464 
recording, C 

Deferred and accrued items, 136-153 
adjusting journal entries, 107-170 
Deferred expense, 143-145, 377-379 
adjustments, 14S-153 
entries, 144 

dosing entries, 144-145 
nature of, 143-144 
reversing entries, 145 
Deferred income, 145-14S, 155 
adjusting entries, 146-147 
adjustments, 14S-153 
alternative methods, 379, 380 
closing entries, 147 
nature of, 145-146 
reversing entries, 147-14S 
Deficit, merchandise operations, 50-31 
Departmental operations, 401—121 
Departments: 

approximations, dangers of, 406—107 
closing the books, 409—114 
columnar sales, 407—103 
determining gross profits by, 401—105 
not income by, 414—115 
purchase records, 407-403 
statements, 415-419 
Depletion: 
defined, 33-1 

fixed assets subject to, 334 
Deposits, bank, 3 IS 
Depreciation; 
account, nature of, 162 
accounting. 3S7 
defined, 3S4 

entries, for series of years, 163 
fixed assets: 

in balance sheet, 166 
subject to, 331 

fully depreciated -assets, writing off, 101- 
165 

new concept of, 337 
plant property, 3S4, 3S6-3S7 
computing, recording, 3SS 
provision for, 101 
reserve for, 162 

reason for u«c of, 103-16-1 
valuation. 1.56. 161-1 n 
Dotcrionition, physical, 3S7 
Direct labor. 439^41 
Di'-bur-ements: 

cash book (see Cash disbu!->vmenls 
luKik) 

from ]»tty cash fund, 315 
Di'' count; 
bond, 297-293 
amortiration of, 29S 
premium and, in b.alance shoot, 2'.'>9 
c-asii, C5-6S {’tt e/^’ Cash (ii=counts> 


I Discount (Coni.) 

I freight and, 05-07 
I purchx'o: 

alteriutive motho-b, 331-333 
! c-ish disburs-cmcnts Lcook, 113 

returned sales, 361-36.3 
j E.iles, m cash receipts book, 105, 103 
i stock; 
i account, 2S1 

in balance sheet, 261-26.' 
t-aken by customer, and freight paid, 305 
trade, 64-05 
Discounting: 

acceptances receivable, 199 
notes _ receivable, 178-1S7 (.'>■'■ also 
Notes receivable; discounting) 
Distribution, 461 
Dmdends: 

account, closing, 46-47 
bank account, 35S 
corporation, 2S5-2S0 
declared, liability for, 235 
stock. 235-2S6 
preferred .as to, 266-207 
Dollar sign'--, use of. 35 
Donated surplus, 279 
Draft: 

acceptance of. 194-195 
bank, 1S9-190 

sight: 

three-party, 197-193 
two-party, 191-191 (see also Sight 
draft; two-party) 
time: 

threc-p.arty, 19S-I99 
tno-party, 191-197 
two-party, ISS 

E 

Earned surplus, 27S 
statement, co.-poration, 2S1-2S5 
Employees; 
time cards, 139 

wage p'.ement reports to, 497— 19S 
Employer, defined, 4S5 
Eiidor-emcnt-, 173-179 
accommodation, 179 
cLv^-ification of, 173-179 
nature of, 17S 
qu.alific<i, 179 
p'-tnctt\e, 179 
Equities: 

av-jts equaled by, 2 
creditors', 1 
(iefined, 1 

ii'.i'rea=.'s and decreases in, tables, 3, 5 
owners', 1 

11 ^ of term in balance .riieet, 13 
Errors: 

correcting, 50^1 

in controlling aa-ounis, 13‘2-135 
locating. 19-'20, 113, 499-501 
chcclong genera! lolg'-r, 499-500 
chcc’ring su’oddiary i-nig'-TS, 501 
pitting to tiork -h's-t-, 500 
special tc^ts, 503-501 
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Exebacge 

biUs of 18S-199 (gee also Bills of ex 
chango) 

chargps %oucher system, 221 
collection and, id cash receipts bcx^ 
107 103 
Eipenditure,? 
asset 42r>-427 
capital, 3%8-38J 

during o\rnership of plant prapert\ 
388-389 

expense 426—127 
revenue 388-389 
Expense 61 (s e also Co«is) 
accounts 

and income accounts 01 77 
closing 27 29 40 
accrual 137 140 

ad a ting cntnei 138-139 
•djastments 148-153 
do mg entries 139 
nature of 137 128 
reversir g eatne® 139-140 
ijontroL 330-334 
controlling aeeoujts 330-332 
rub jdian n rd 332-333 
voucher^ 333-334 
coiporalion rianuati n, 281 
deferred 14J !4d 377 379 (*« aho 
Deferred e-rpeasi?) 

income and ar plicablo to period 13C 
ledgers chccki g 502 
maoufa tunog 386 441-442 
organiaation, lorporation 231 
prepaid lo3 

selling departmental, 406 
Expired cost 157 

F 

Fair LalAir Standards Act 492—404 
Federal Fair I^lxir Standards Act 492 
4Ji 

Federal taxes 

mcoiru? withholding 489-492 
old age benefits 482-484 
unemp oymenC insurance 48o—t80 487 
Final entry books of ^ 

Fipjt in, first-out method 371 
Fixed asset account wnting down, 16o 
Fixed assets 153 384-400 
classification of 384-38o 
co't of plant propert} 385 
definitions 384 
depreciation 

disposal of assets 390-392 
m balance sheet 1C6 
in balance sheet 399-400 
intangible^ 38o 394-399 
not subject to amortization, 396-399 
subject to amortization, 394-396 
natural resouices 393-394 
net, ratio of net sales to 4C8 
net book value of receivables and 166- i 
I7o 

overhead apportioned to 386 


Fixed assets (Corii ) 
plant property (see Plant propertv 
fixed assets) 
tanmble 384 
Fixed liabiLties 155 
Fob destination 62 
Fob ehippmgpomt 62 
Forwardings m books of entry, 102-103 
Franchises 39o 
Freight 

and ca. h discounts 65-67 
in cash disbursements book, 112 
reserves for 364 
terms 62 

Frei^tout m cash receipts book, 106 108 

Funds 

corporate 292-364 («ee aUo Corpora 
tion funds) 

on liquidation of partnership 247 


G 

Gams and ]os.se8 on disposal of fixed 
assets 391 

General ledger 117 126~127 
chicking 499 500 

column posting to Bubsidarv ledgere 
from, 129-132 
proving 128 

0<M ds (*«* also Materials) 
finished 442-443 
co«t of 446-447 
6o'd 443 
tumour 467 
in process 438-442 
fedgtr accounts after tr&nsfemng 
costs into 446 
hold cost of 447-448 

Oiodaill 274 396-397 
book valu of 39^399 
computing 397 398 
on duitn of partner 243 

Gross income 430 

Gross profit method est mating mven 
tones 374-375 

Gross profits effect of cost or market rule 
on 370-371 


Imprest cash 343 
Income 430—431 
accounts 

and expense accounts 61 77 
closing 27 29 
accrued 140-143 

adjusting entnea 141 148-153 
closing entnes 142 
nature of I40-I4I 
reversmg entnes 142-143 
and expense appheable to penod 136 
deferred 145-148 379-380 
gross 430 
imscellaneous 68 
tax Federal, withholding 489-492 
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Increases: 

and decreases, per cents of, 459— 10! 
in assets and equities: 
and net worth, 5 
tables, 3, 5 
recording, 6 

Individual proprietorship, 222-220 {-rc 
also Proprietorship) 

Installment sales, 431 
Insurance: 

group hospital, deductions, 492 
taxes. Federal unemployment, 4S5— ISO, 
4S7 

Intangible fixed assets (see Fixed assets: 

intangible) 

Interest: 

in cash book, 90-97 
in cash disbursements book, 114 
in cash receipts book: 
expense, 109 
income, 110 
notes payable, 89 
on bonds: 

issues between interest dates, 290 
payment of, 290-297 
on capital investments, partnership, 
22S, 231-232 

on promissora- notes, 79-Sl 
Internal control, 51 
Inventories, 308-375 
cost: 

of items purchased at different prices, 
371-372 

or market, 309-370 
principle, 308-309 

effect of cost or market rule on gross 
profits, 370-371 

estimating, gross profit method, 374-375 
in balance siioet, departmental, 409 
merchandise operations: 
beginning, 38 
ending, 38 
perpetual, 430-438 
production and, 47S 
recording, at end of period, 44-45 
taking, procedure, 372-374 
Inventory account, closing, 44 
Invoice, 54 
payment of, 50-57 
purchaser’s verification of, 55-50 
Issuance of stock, 250-265 

J 

Journal, 9S-99, 125-120 
after posting, 17-lS 
columnar, 90-91, 92 
merchandise tran^eictions, 39 
pur}X)se of, 18-19 
Journalizing and posting. 14-21 
Junior bonds, 29 1 

L 

Labor, direct, 439-441 
Last-in. first-out method, 371-372 
Laischolds, 395-390 
improvements, 395 


Ledger: 
accounts, 4-6 
entries in, illustnitioms, 7 
increases and decreases in, G 
locating errors in, 19-20 
merchandise operations, 40, 48—40 
numbers in, 325 

preparation of statements, 20-21 
recording changes in surijhis. I I 
trial balance, HI 

accounts receivable headings, 359-3<'>0 
after posting, 17-18 
closing the, 27-35 (•■rc aho Closing the 
books) 

controlling accounts, 117 
defined, G 

general (see General ledger) 
proving, 12S-129 
purpose of, 18-10 
stockholders’, 271 
subscribers’, 271 
Lelteriiig: 

accounts receivable entries, SGO-oGt 
personal accounts, 76-77 
Liabilities, 1 
changes in, 2 

classification of, in balance sheet, 155 
roscr\-es for, 375-070 
Liability and net worth accounts, 10 
Lifo method, 372 
Liquidation: 

of partnership, 240-219 (see also Part- 
nership; liquidation ot") 
value of stock, 270 
Losses: 

ascertained, 159 

discovered, 15S 

estimated, 159 

incurred, 158 

net, for period, 50 

on dispos,al of fixed .assets, 391 

on liquidation of partnership, 217 

on sales, mprchaiuiiso operations, 50 


M 

Manufacturing accounts. 305-318 
.adjustments, 313-311 
and profit and loss accounts, .316-318 
balance shc\-t. 308. 309 
clo'ing the boolrs, 313 
costs, 305-300 
entries, 3I4-31G 

profit and loss, 315-310 
surplus, 315-316 
statemynss; 

profit and los-. .306 
surjfius, 300-307 
working papers, 308-313 
Manufacturing r\p''nses, 380 
analysis of, 477 
controls, 430-155 

statements, co-'t of pfs>rjs sold, 307-308 
underabsorbed and ovcn'.bs<jrivsd, 4 IS- 
152 
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Market 

coPt or, in% entone', SOS-gTJj 

rule, effect of eopt ain!, oq troiM wofite. 

370*371 V ^ 

\alue of Etocl:; 270 
Malenalft (see cUo Good?): 

purchased, 436 
turnover, 4C7 
used, 437 

Merchandest optratiojis, 36*00 
elo-icg the hooks, 48 
deficit nature of, 00-51 
iDvcntoncp b«*gujmn* and ending, 38 
ledger accounts, 4S-^U 
loss on sak-«, 50 
net !os« for penod, 00 
office routines, 51 
operating statement, title of. 36 
profit and loss statement, go 
infomation required, 37-33 
purebaaef, 38 
routine, 52-^ 
eaks. 38 

routine, 58-59 

transatlionjs, illa<tratne, 33-39 
working papers, 41 
elatesKata from, 41-43 
ilmute book, 271-272 
Montblv slaUments, preparation of. 505- 
510 

Mortgaga bonds, 292 
chattel, 293 
fim and second, 291 
real estate, 293 
Mortgage note*, 292 
Mortgages, first and second 294 


Natural resources, 398-394 
depletion, 394 
valuation, 393 

Net book value, receivables and fixed 
assets, 1C6-I77 
Net income, CS, 284 
by departments, 414-415 
ratio of. 

to net sales, 46S 
to net worth, 409 
Net loss for period, 50 
Net profit, 68 
Net sales, ratio of 
net income to, 408 
to net fixed assets, 408 
Net worth, 1, 155 
account 

of individual propnetorghip, 222 
of partnership, 227 
of propneforship, 222 
changes in, 2 

inereasea and decreases iij, table, 5 
Lability and, accounts, iQ 
objectfon to term, 170-177 


Net vrorth (Coni ) 
of corporation, 2-4 
ratio of 

net income to, 469 
to debt, 407, 471, 474 
reserves representii^, 376-377 
No-par stock, 
advantages of, 256 
entries for, 2^, 261-263 
Note regtPters 

as 6oo£s of onginaf entry , 234-236 
dtecking, for errors, 502 
Notes 

and acceptances, accounts with, 195 
discount^ taken from debtor on ac- 
count, 185-187 
entnes for, ca'h book, 90-97 
mortEagt 292 
payable (fee Notes payable) 
promissorv {see Promissorj notes) 
receivable («e Notes receivable) 

Notes payable, 65-89 
account, 85 
discounting, 8&-60 
recording, 97-08 
entnes for transactions, 65-SS 
di-boDor of, 87 
for issuance, 86 
for pay ment, 80-87 
if partially paid, 87 
renewal of 88 

mterest, u profit and loss Etatemeat, 89 
register, 202-204, 337-340 
cbecLmg 502 
voucher sy'tem, 220-221 
Ne’er receivable, 61-85 
account, 81-82 

discounted (see Notes reeeirabk dis- 

entnes for Iransaetioas, 82-85 
for collection, 83 
for receipt. 82-83 
for renewal, 85 
if dishonored, 83-84 
if partiaffy coUected, 84 
in balance sheet, 184-185 
register, 200-202. 203, 334-S30 
Notes receivable discounted: 
account 183-184 
disposition of, 183 
purpose of, 164 
I at bank, 180-181 
I dishonored by maker, 182-183 
I endorscinent*, lTO-179 
in balance sheet, 184-185 
paid by maker at maturity, 182 
proce^of, 160 
prote't, 183 
purpose of, 178 

tal»n from debtor on account, 165- 
187 

with «editor, 181-182 
Numbers 

aeoount, 319-330 
punctuating, 34 

Numerical chart of accounts, 319-330 
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O 

>bso}csccncc, pknt property, 3S7 
)fTsot accounts, 159 
)kl age benefits taxes, 4S2— 184 
Ipcrating statement, title of, 3G 
Irpanization expenses, 281 
Anginal entrj', books of (see Books of 
original eatrj-) 

Dverbcatl, -141-442 
contribution to, 419-421 
in cost of construction, oSG 
Owners’ equity, 1, 17G, 177 
use of term in balance sheet, 13 

P 

Paid-in surplus, 279 
in balance sheet, 265 
Partner: 

admission of, by purchase, 245 
death of, adjustments on, 242-243 
retirement of, 244-245 
with debit balance, 247-249 
Partnership, 222, 22G-249 
and corporation, contrasted, 272-273 
balance sheet, 240 

change from, to corporation. 274-27G 
asset ralues adjusted, 274-275 
books closed, 275-27G 
books retained, 275 
change from corporation to, 27G-277 
books retained, 277 
new books, 277 
changes, in personnel, 241-240 
adjustment of accounts before, 211- 
242 

causes of dissolution, 241 
contract, 220 
death of p.artner, 242-243 
disadvantages of, 272-273 
dissolution,' changes in personnel, cause 
of, 241 

dividing profits and losses of. 227-234 
in average eapital ratio, 229-231 
in ratio of capitals at beginning of 
jwriod, 229 

interest on capitals, and balance 
arbitrarily, 231-232 
on stated fractional basis, 22S-229 
salaries, interest, remainder, 233-234 
salaries to partners, arbitrarj- division 
of remainder, 232-233 _ 
interest and/or Hilaries, in excess of 
jrrofits, 234 

h'quidation of, 24G-249 
assets, disporal of, 24G-247 
funds, distribution of, 247 
partner with debit balance, 247-249 
profit or loss, division of, 247 
nature of, 22G 
net worth accounts of, 227 
profit and loss st.atcmont, 237 
retirement of partner, 2!4-245 
salaries and/or interest, in excess of 
profits, 234 


Partnership (Coni.) 

statement of partners’ capitals, 237, 240 
termination of, 24G 
working papers. 237, 23S, 239 
Par value stock, 270 
entries. 257-25S, 259-201 
Patents, 39-4-395 

Payment, terms of on death of partner, 
^43 ^ * 

Payrolls,' 4S2-49S 
bank account, 357-S5S 
deductions, 4S2— 492 
partial, separate voucher for, 218 
procedure, 494, 49G, 49S 
summary, -495 
Per cents: 

analytical (see .Vnalytical per cents) 
of increase and decrease, 459-4G4 
computation of. 4GO-401 
ratios expressed decimally, 4G1— 1G3 
Personal accounts, ruling and lettering, 
7&-77 

Personnel, changes in, partnc.'-slup, 241- 
24G 

Petty cash, 343-346 
Plant property: 

depreciation, computing and recording, 
3SS 

cx-ponditurcs during ownership, 3SS-3S9 
fixed assets: 
appraisals, 392 
cost of, 3S5 
depreciation, 3SG-3S7 
disposal of, 3'k)-392 
overhead, in cost of construction, 3SG 
subsidiary records, 392-393 
Posting: 

from check repster, 217 
from columnar cash disbursements 
book, 1 15 

from columnar cash receipts book. 111 
from voucher -register. 217 
journalizing anti. 14-21 
to work sliocts, 500 
Postings: 

in books of entrv-, 103 
special columns to reduce. 90 
Preferrad stock, 2GC>-26S, 2G0 
dividends in arrears on, 2SG 
in balance sheet, 2C9 
Premium: 
bond. 29S-299 

and discount, in balance sheet, 299 
in balance shoot, 201-265 
on stock, 278 
on stock account. 281 
Prepaid oxjv'nscs, 1.53 
Principles of accountini:. defined, 422- 
423 

Prior lion bond', 29 4 
Production: 

and inventories, 478 
onlers. 438 

completed, 442, 41G 
Profit : 

and Savings, 431-432 



668 


INDEX 


ProSt ICmt ) 
departmental, 401 
dividing in partnership, 227-234 
gross determining, by departments. 
401-405 

on liquidation of partnership 247 
on sales of treasury stock, 279 
unrealized, 156 
Profit and loss, 
account 

leasing, 29-SO, 4^ 73-74 
manufacturmg account and. 316- 
318 

entries, manufacturing accounts, 315- 
ratio, 227 234 

statement, 68, 70, 71, 1?2, 306 
accrued and deferred items, 153 
bad debts and depreciation, 172 
cash discounts, 67-68 
corporation, 281-285 
departmental, 402 403 
exmbit letter for, 68 
mterest la, notes payable, 89 
morchandiso operations, 36 
Promissory notes, 78-89 
defined, 78 

interest on, computing, 79-81 
maturity of, 78-79 
notes receivable, 81-85 
Property 

plant (see Plant property) 
stock issued for, 260 270 
Proprietorship, individual, 222-226 
capital account, balancitig, 223 
closing the boolu, 222-223 
net orth accounts 222 
statementa, 224-226 
norlciM papera 224, 225 
Protest, neuned, 183 
Punctuating numbers, 31 
Purchase book, 04-05, 120-121 
Purchase discounts, alternative methods, 
381-383 

Purchase order, 53-54 
Purchase records, departmental, 407- 
40S 

Purchase reqiusitions, 52-83 
Purchases 

account, closing, 44 
cash, departmental, 408-409 
m cash cisburseTnents book, 112 
discount on, 113 

merchandise operations, 38, 52-58 
returned, 64, 220 
routine, 52-58 


R 


acid test, 465, 471, 474 
book value per share of stock, 468, 
475 

current position, 464-467 
expressed decimally, 461, 463 


RatK» (CotU ) 
net income 
to net sales, 46S 
to net wortn, 469 
net ivorth 
net income to, 469 
to tlebt 467 
to net fixed assets, 468 
rule-of-thumb, 2 to 1, 470 
sales to receivables, 466-467 
summarise, 469 
wockmg capital, 464, 470, 471 
Raw mateoafs, 436-439 
purchased, 436 
turnover, 467 

Real estate, mortgage bonds, 293 
Receipts, 57-58 
Receivables 
anaU sis of, 479 

net book value of fixed assets and. 166- 
175 

ratio of sales to, 46G-4G7 
reserves against, 361-363 
Recemag record, 55 
Recoociuation or bank 
account. 352-356 
adjustments after, 357 
Recovenes, accounts receivable, 363-361 
Rcderaptioii, value of stock, 27(W71 
Red mk, use of, 35 
Registered ^nds, 294 
Registers, 200-204 
clieck, 205, 211, 219 
note, as bciiLa of onnnal entry, 334-333 
notes payable, 202-204 
notes receivable, 200-202, 203 
voucher, 205, 208, 209, 211, 219 
Registrar, 255 

psjmeot, to eiaplojees, 

Requisitions 
matenats, 457 
purchase 52 53 
Reserves, 375-377 
against assets, 375 
against receivables, 361-363 
for cash discounts, 364 
for contingencies, 376 
for depreciation, 388 
for freight, 364 
for liabiUlies, 375-376 
for returns and aUonaoccs, 364 
nature of, 375 

representing net worth, 376-377 
sinking fund, 302 304 
valuation of, 159 

Resource^ natural, subject to depletion, 

Restnetive endorsement, 179 
Retail stores, sales routme in, 58 
Retirement* 
of bonds, 299-300 
of partner, 244-245 
Returned purchases and allowances, 64 
book. 95, 121 
vouimer system, 220 
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Rotnrnnr] sales and alloTvanccs, 02-03 
book, 91, 120 
reserves for, 301 
Revenue, 430-^31 

expenditures, plant properlj', 3SS-3S3 
realized, 430^131 
Reversing entries: 
deferred expense, 145 
deferred income, 147-14S 
expense accruals, 139-140 
income accruals, 142-143 
Rights, 1 
Rulings: 

personal accounts, 76-77 
subsidiar3- ledgers, llS-119 

S 

Salaries of partners, 232-230 
Sales: 

account, closing, 41 
book, 93, 119-120 
cash, departmental, 40S— 109 
in cash receipts book, 101 
discount on, 105, lOS 
merchandise operations, 3S 
loss on, SO 

ratio of, to receivables, 466—107 
returned, 62-63, 91, 120 
discounts on, 36 1-365 
routine, 5S-59 

terms of, two-partj’ time draft per, 
195-197 

Savings, profits and, 431—132 
Securities and Excliango Commission, 423 
Soiling expenses, 332-333 
departmental, 406 
Shares, transfer of, 254 
Shipment, C.O.D., 192-194 
Sight draft: 
three-part.v, 197-19S 
two-party, 191 

for C.O.D. .'■hipment, 193-191 
for collection of arcount, 191-193 
Sinking funds, 300-302 
reserves, 302-304 
Social Security Act, 482, 485 
Specific identification inetliod, 371 
Stated capital, trc;isiirv stock and, 2S0- 
291 

Stated value of stock, 271 
Statements: 
analysis of, 456— ISl 
illustrative case, 469—177 
limitations of, 480-lSl 
corporation: 
earned surplus, 2S1-2S5 
profit and loss, 281-28.5 
current position ratio=. 461—167 
departmental, 415-119 
fact or opinion, 176 
from working papers, 20, 41-43. 59 
manufacturing expense, 451— (55 
merchandise operations, 41—13, 59 
monthly, 59 

preparation of, .505-510 


Statements (Coni.) 

of increase and tlccre.asc. n-ith rs r cents 

459-161 

of individual proprietor-hip, 221-226 
of partners’ capitals, 237, 210 
operatinc, title of, 36 
preparation of, 20-21, .505-510 
profit and lo-s, 36, 08, 70, 7l 
with anah-tica! per cents, 456-159 
v.-xlh per cont.s of increase and decrease, 
459-161 

State taxes, uncinplovincnt compensa- 
tion, -ISO, 4SS-1S9 

Stock: 

and bonds, 293 

Ixook value p<'r share of, 46S, 475 
capital, in b.ilance .sheet, 203-261 
certificates, 2.52-25! 
clasx^es of, 255-256 
accounts with various, 2GS-2C9 
dividends, 2S.5-2SG 
issuance of; 
for ])roperty, 209-270 
rccoriiing, 256-265 
step- in, 256-2.57 
no-p.ii (-<- Xo-par s(ock) 
par v.ahic (see Par v.alue stock) 
prcfcrnil, 206-268, 269 
divi'icniis in arrears on, 286 
premium, 278 
account. 281 

subsculicd for, subscriptions uncol- 
lecteiJ, 261 

treasury, 286-291 (we nho Treasurj- 
•stockl 

vahiis, 270-271 
Stockholder'-’ ledger, 271 
Suhsenher-’ ledger, 271 
Sub-enptinn'- to slocl;, uncollected, 261 
Sub--idiary ledgers, 117, 129 
cherking, for errors, 501 
po'-tiiig to. from general ledger column, 
129-132 

red balance-i in, 305-306 
ruhng- in, I IS- 119 
Suh-idiarv records: 

cheeking, lor errors, .502-503 
expense controls, 332-333 
plant properly, 392-393 
Surplus, 2. 4 

account, closing the boolcs, 74 
apprai-al, 279-280 
capital, 27S-2S0 
changes in: 

clo-ing accounts showing, 27 
recording, 1 1 

clean surplus theory, 2S3-26J 
defined, 278 
donated. 279 
nnied, 27S 

manufacturing .account entries^ 315-316 
merchanih-e opi-rations, ,50-51 
paid-in, 279 

stalemcn'. 72. 172, 306-307 
accru'^d and di fena-'l items. 153 
C-xliihit 1 -ttcr for, 68 
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INDEX 


Taxes' 

Federal, 482-18C, 487, 48&-492 
slate, unemoloyment compensation, 
486, 4S8^8'J 

Termination of partnership, 246 
Time cards, 439—440 
Time drafts 
three-party, 198-199 
two-party, I94-I97 
for collection purposes, 195 
per terms of sale, 195*197 
when paj able, 194-195 
Trade discounts, 04-65 
Trademarks, 396 
Transfer* 
agent, 235 
of shares, 254-255 
Transportation charges, 61-62 
Treasury stock, 286-291 
acquisitions, recording, 288-289 
and stated capital, 289-291 
defined, 28G 

m balance sheet 287-288 
not an assct, 287 
sales of, 289 
profit on, 279 

Trial balance, 10-11, 19, 102. 167, 168 
adjustments for accrued and deferred 
Items, 148 150, 151 
after clo'ing, 32 

bad debts and depreciation, 168 
Trust bonds, collateral, 294 
Trustee, authentication by, 295 
Truth and disclosure of infonnatioo, 435 
Turnover, 407 


U 

Underlying bonds, 291 
Unemployment insurance, taxes, Federal, 
485-486, 487 

UnempWincnt taxes, 486, 488-489 
Unqualified endorsements, 178-179 
Unrealized appreciation, 431 
Unrealued profit, 156 
Unregistered bonds, 294 
Unsettled items, 70 


V 

Valuation* 
account, 159 

-ftf Jand Atid hmldiqp"- 2?0 
prinaples of, 150-157 
reserve, 159 
for bad debts, 156-161 
for depreciation, 156, J61-177 
Values' 

asset, adjustment of, corporations, 274- 
275 

depreciated, 166 
etock, 270-271 


Voucher* 

account numbers on, 333-334 
defined, 205 

pauL 210 

until payment^ 208 
for immediate dibursements, 210, 212 
illustration, 212-216 
payable, schedules of, 217 
payment, 208-210 
preparing, 206 
recording 206-208 
payment, 210 

regLster, 205, 208, 209, 2U, 219 
account numbers in, 325-326 
checking, for errors, 502 
petty cash, 345 
posting from, 217 
separate for partial payments, 218 
system, 205-221 

accounts payable ledger eliminated 
by, 217-218 
exchange charges, 221 
immediate disbursements, 210-217 
notes my able, 220-221 
partial payments, 218 
po«tiDg from repBten, 217 
purposes of, 20o 

returned purehsaes and allowances, 

220 

routine, 205-210 


W 

Wage payment report, employees’, 497- 
498 

Wholesale stores, sales routine in, 58-59 
Withholding taxes, 489-492 
Working capital ratio, 464, 470, 471 
Working papers. 22-26 
acemed and ceferred items, 149-152 
adjustments, 149-152 
bad debts and depreciation, 169, 171 
departmental, 404-405 
expeuse and income accounts, G8, G9 
individual propnetoiship, 224, 225 
manufactunng accounts 308-312 
I apportioned items, 313 
manufactunng expense, 454 
merchandise operations, 41 
etatements from, 41-43 
/taitnershiq. .237 .238- 239 
preparation of, 22 25 
propnetor«hip, 224, 225 
statements prepared from, 26 
Work sheets, posting, 500 


Z 


Zeros, use of, 34-35 



